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Provide America’s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

applying the tax law with integrity and fairness to all.

Introduction
The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are compiled semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpayers
or technical advice to Service field offices, identifying details
and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part I.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related Items, and Subpart B, Leg-
islation and Related Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Sec-
retary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
Section 108.—Income From
Discharge of Indebtedness
26 CFR 1.108–7: Reduction of attributes.

T.D. 9127

DEPARTMENT OF
THE TREASURY
Internal Revenue Service
26 CFR Part 1

Reduction of Tax Attributes
Due to Discharge of
Indebtedness

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains fi-
nal regulations regarding the reduction of
tax attributes under sections 108 and 1017
of the Internal Revenue Code. These fi-
nal regulations affect taxpayers that real-
ize income from the discharge of indebt-
edness that is excluded from gross income
pursuant to section 108.

DATES: Effective Date: These final regu-
lations are effective May 10, 2004.

Applicability Date: These final regula-
tions apply to discharges of indebtedness
occurring on or after May 10, 2004.

FOR FURTHER INFORMATION
CONTACT: Theresa M. Kolish, (202)
622–7530, of the Office of Associate
Chief Counsel (Corporate) (not a toll-free
number).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

On July 18, 2003, the IRS and Trea-
sury Department promulgated temporary
regulations providing guidance regarding
the application of the attribute reduction
rules of sections 108 and 1017. Those

temporary regulations clarified that, in the
case of a transaction described in section
381(a) that ends a year in which the dis-
tributor or transferor corporation excludes
income from the discharge of indebtedness
from gross income under section 108(a)
(excluded COD income), any tax attributes
to which the acquiring corporation suc-
ceeds, including the basis of property ac-
quired by the acquiring corporation in the
transaction, must reflect the reductions re-
quired by sections 108 and 1017. For
this purpose, all attributes listed in section
108(b)(2) of the distributor or transferor
corporation immediately prior to the trans-
action described in section 381(a), includ-
ing the basis of property, but after the de-
termination of tax for the year of the dis-
charge, are available for reduction under
section 108(b)(2).

The temporary regulations (T.D. 9080,
2003–40 I.R.B. 696) were published in
the Federal Register (68 FR 42590) for
July 18, 2003, and a notice of proposed
rulemaking (REG–113112–03, 2003–40
I.R.B. 761) cross-referencing the tem-
porary regulations was published in the
Federal Register for the same day (68
FR 42652). No public hearing was re-
quested or held. One written comment
was received. The following paragraphs
describe the written comment received
and the changes made to the temporary
regulations in these final regulations.

The comment received argued that the
rules of the temporary regulations are
contrary to the relevant provisions of the
Internal Revenue Code. The IRS and
Treasury Department continue to believe
that the rules of sections 108(b)(4)(A)
and 1017 merely prescribe an ordering of
calculations and that the rules of the tem-
porary regulations are consistent with the
policies underlying sections 108 and 1017
and the corporate reorganization provi-
sions, including “deferring, but eventually
collecting within a reasonable period, tax
on ordinary income realized from debt
discharge.” S. Rep. No. 96–1035, at 10
(1980).

The IRS and Treasury Department,
however, have become aware that taxpay-
ers are taking the position that the rules

of the temporary regulations do not apply
in certain cases to reduce the attributes to
which the acquiring corporation succeeded
as a result of certain transactions described
in section 381(a). Therefore, these final
regulations make certain modifications
to the rules of the temporary regulations
to ensure that, to the extent possible, the
transferor corporation’s excluded COD
income is applied to reduce attributes in a
manner that will effect a deferral, rather
than a permanent elimination, of income.
In that regard, the final regulations apply
in cases in which the taxpayer realizes ex-
cluded COD income either during or after
the taxable year in which the taxpayer is
the distributor or transferor of assets in a
transaction described in section 381(a). In
addition, it provides that the basis of stock
or securities of the acquiring corporation
received by the taxpayer in exchange for
the transferred assets in the transaction
described in section 381(a) is not available
for reduction under section 108(b)(2).

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does
not apply to these regulations, and because
these regulations do not impose a collec-
tion of information on small entities, the
Regulatory Flexibility Act (5 U.S.C. chap-
ter 6) does not apply. Pursuant to sec-
tion 7805(f) of the Code, the notice of pro-
posed rulemaking preceding these regula-
tions was submitted to the Chief Counsel
for Advocacy of the Small Business Ad-
ministration for comment on its impact on
small business.

Drafting Information

The principal author of these regula-
tions is Theresa M. Kolish, Office of As-
sociate Chief Counsel (Corporate). How-
ever, other personnel from the IRS and
Treasury Department participated in their
development.
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* * * * *

Final Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by removing the entry
for “1.108–7T” and continues to read, in
part, as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.108–7T is redesig-

nated as §1.108–7 and amended as fol-
lows:

1. The language “(temporary)” is re-
moved from the section heading.

2. Paragraphs (c) and (e) are revised.
The revisions read as follows:

§1.108–7 Reduction of attributes.

* * * * *
(c) Transactions to which section 381

applies. If a taxpayer realizes COD in-
come that is excluded from gross income
under section 108(a) either during or af-
ter a taxable year in which the taxpayer
is the distributor or transferor of assets in
a transaction described in section 381(a),
any tax attributes to which the acquiring
corporation succeeds, including the basis
of property acquired by the acquiring cor-
poration in the transaction, must reflect the
reductions required by section 108(b). For
this purpose, all attributes listed in section
108(b)(2) immediately prior to the transac-
tion described in section 381(a), but after
the determination of tax for the year of the
distribution or transfer of assets, including
basis of property, will be available for re-
duction under section 108(b)(2). However,
the basis of stock or securities of the ac-
quiring corporation, if any, received by the
taxpayer in exchange for the transferred
assets shall not be available for reduction
under section 108(b)(2).

* * * * *
(e) Effective date. This section applies

to discharges of indebtedness occurring on
or after May 10, 2004.

Par. 3. Section 1.1017–1 is amended
by revising paragraph (b)(4) to read as fol-
lows:

§1.1017–1 Basis reductions following a
discharge of indebtedness.

* * * * *
(b) * * *
(4) Transactions to which section 381

applies. If a taxpayer realizes COD in-
come that is excluded from gross income
under section 108(a) either during or af-
ter a taxable year in which the taxpayer
is the distributor or transferor of assets in
a transaction described in section 381(a),
the basis of property acquired by the ac-
quiring corporation in the transaction must
reflect the reductions required by section
1017 and this section. For this purpose, the
basis of property of the distributor or trans-
feror corporation immediately prior to the
transaction described in section 381(a), but
after the determination of tax for the year
of the distribution or transfer of assets, will
be available for reduction under section
108(b)(2). However, the basis of stock or
securities of the acquiring corporation, if
any, received by the taxpayer in exchange
for the transferred assets shall not be avail-
able for reduction under section 108(b)(2).
See §1.108–7. This paragraph (b)(4) ap-
plies to discharges of indebtedness occur-
ring on or after May 10, 2004.

Par. 4. In section §1.1017–1T, para-
graph (b)(4) is removed.

§1.1017–1T Basis reductions following a
discharge of indebtedness (temporary).

Paragraphs (a) through (b)(4) [Re-
served]. For further guidance, see
§1.1017–(a) through (b)(4).

* * * * *

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

Approved May 4, 2004.

Gregory F. Jenner,
Acting Assistant Secretary of the Treasury.

(Filed by the Office of the Federal Register on May 10, 2004,
8:45 a.m., and published in the issue of the Federal Register
for May 11, 2004, 69 F.R. 26038)

Section 165.—Losses
26 CFR 1.165–1: Losses.
(Also § 1.165–2.)

Preproduction costs of creative prop-
erty. This ruling provides that a taxpayer
may not deduct as a loss under section 165
of the Code the costs of acquiring and de-
veloping creative property if the taxpayer
does not establish an intention to abandon
the property and an affirmative act of aban-
donment, or an identifiable event evidenc-
ing a closed and completed transaction es-
tablishing the worthlessness of the prop-
erty.

Rev. Rul. 2004–58

ISSUE

May a taxpayer deduct the cost of ac-
quiring and developing creative property
as a loss under § 165(a) of the Internal Rev-
enue Code in the situations described be-
low?

FACTS

X is a corporation that files returns on
a calendar year basis for federal income
tax purposes. X is engaged in the trade or
business of producing motion pictures. As
part of that trade or business, X routinely
incurs costs to acquire and develop cre-
ative property such as screenplays, scripts,
treatments, story outlines, motion picture
production rights to books, plays, and
other literary works, and similar property
for purposes of potential development,
production, and exploitation. The type
of rights X acquires in creative property
varies from property to property and may
include exclusive rights of ownership
or limited exploitation rights, and may
include rights for the entire remaining
copyright term of the property or rights for
a limited period of time.

X ultimately sets for production only a
small percentage of the creative property
that X acquires. Most of the creative prop-
erty that X sets for production is set within
three years of X’s acquisition of the prop-
erty. However, X does set some property
for production that X has held for longer
than three years. Additionally, X may sell
to a third party X’s rights to a creative prop-
erty not set for production. X does not dis-
card, release to the public domain, or oth-
erwise dispose of the creative properties
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not set for production or sold. Generally
these properties are retained indefinitely.

In order to preserve the properties in
a condition that allows for future use, X
maintains facilities for storing creative
property retained but not set for produc-
tion. X retains these properties for various
reasons, including, but not limited to, the
following:

1. To exercise X’s ownership or other
contractual rights at any time in the future
by, among other things,
a. selling or setting a property for pro-

duction if, for example, the subject
matter becomes more popular or the
writer becomes well known;

b. preventing or defending against a
possible future copyright infringe-
ment lawsuit; and

c. keeping competitors from developing
the property; and

2. To maintain good relations with the
seller of the property.

For financial accounting purposes, X
applies generally accepted accounting
principles (GAAP) to the cost of acquir-
ing and developing creative property. For
creative property that has not been set for
production, X recognizes a loss for finan-
cial accounting purposes in the earliest of:
(1) the year in which X decides not to set
the property for production; (2) the year in
which X sells or otherwise disposes of the
property; or (3) the third year following
the year in which X acquires the property.

Situation 1

In 2003, X purchases the exclusive
rights for the remainder of the copyright
term to script a. In 2004, an X executive
decides that X will not set script a for pro-
duction. In accordance with X’s financial
accounting practice, in 2004 X writes off
for financial accounting purposes the cost
of acquiring and developing script a. Al-
though X writes off the cost of script a for
financial accounting purposes and does
not set script a for production, X retains all
rights to script a indefinitely.

Situation 2

In 2003, X purchases limited exploita-
tion rights to use screenplay b in the pro-
duction of a motion picture. Under the
terms of the purchase agreement, all of
X’s rights in screenplay b expire if screen-
play b is not set for production within four

years from the date of the agreement. X
executives do not make a specific decision
not to set screenplay b for production, but
screenplay b is not set for production by
the time X’s rights in screenplay b expire
in 2007. In accordance with X’s finan-
cial accounting practice, in 2006 X writes
off for financial accounting purposes the
cost of acquiring and developing screen-
play b. Although X writes off the cost of
screenplay b for financial accounting pur-
poses and does not set screenplay b for pro-
duction, X continues to retain exploitation
rights to screenplay b until 2007, at which
time those rights expire. X does not at-
tempt to renew, extend, or otherwise reac-
quire any rights to screenplay b.

Situation 3

In 2003, X purchases motion picture
rights c, the exclusive rights to produce
motion pictures based on a particular
novel, from A, the author of the novel.
Under the terms of the contract, A has an
option to reacquire motion picture rights
c if X does not set them for production
within two years of acquisition. In 2005,
X decides not to set motion picture rights
c for production in the foreseeable future.
X informs A that A has the right to reac-
quire the rights pursuant to the option. A
contacts other studios to determine if they
are interested in acquiring motion picture
rights c, but is unable to find another stu-
dio to purchase the rights for a satisfactory
price. Therefore, A declines to exercise
the option. In accordance with X’s finan-
cial accounting practice, in 2005 X writes
off for financial accounting purposes the
cost of acquiring and developing motion
picture rights c. X retains motion picture
rights c indefinitely.

LAW AND ANALYSIS

Section 165(a) allows a deduction for
any loss sustained during the taxable year
and not compensated for by insurance or
otherwise. Section 165(b) states that the
amount of the deduction for a loss is the
adjusted basis as provided in § 1011. See
also § 1.165–1(c) of the Income Tax Reg-
ulations.

Section 1.165–1(b) provides that, to be
allowable as a deduction under § 165(a),
a loss must be evidenced by a closed
and completed transaction, fixed by an

identifiable event, and, except as pro-
vided in § 165(h) and § 1.165–11, actually
sustained during the taxable year. Sec-
tion 1.165–1(d)(1) provides that a loss is
treated as sustained during the taxable year
in which the loss occurs, as evidenced by
a closed and completed transaction, and as
fixed by an identifiable event occurring in
such taxable year.

Section 1.165–2(a) allows a deduction
under § 165(a) for a loss incurred in a busi-
ness or in a transaction entered into for
profit and arising from the sudden termi-
nation of the usefulness in such business
or transaction of any nondepreciable prop-
erty, when such business or transaction is
discontinued or when such property is per-
manently discarded from use therein. Sec-
tion 1.165–2(a) further provides that the
taxable year in which a loss is sustained is
not necessarily the taxable year in which
the overt act of abandonment, or the loss
of title to the property, occurs.

Section 165 losses have been referred to
as abandonment losses to reflect that some
act is required that evidences a taxpayer’s
intent to permanently discard or discon-
tinue use. Gulf Oil Corp. v. Commis-
sioner, 914 F.2d 396, 402 (3d Cir. 1990).
To establish the abandonment of an asset
for purposes of § 165, a taxpayer must
show both (1) an intention to abandon the
asset, and (2) an affirmative act of aban-
donment. A.J. Indus., Inc. v. United
States, 503 F.2d 660, 670 (9th Cir. 1974);
CRST, Inc. v. Commissioner, 92 T.C.
1249, 1257 (1989), aff’d, 909 F.2d 1146
(8th Cir. 1990); Rev. Rul. 93–80, 1993–2
C.B. 239. A deduction is not allowable
if a taxpayer intends to hold and preserve
property for possible future use or to re-
alize potential future value from the prop-
erty. A.J. Indus., 503 F.2d at 670. Aban-
donment of an intangible property interest
should be accompanied by some express
manifestation. Citron v. Commissioner, 97
T.C. 200, 209 (1991). See also Echols v.
Commissioner, 935 F.2d 703, 706–08 (5th
Cir. 1991) (finding both an intent to aban-
don and an affirmative act of abandonment
when taxpayers called a partnership meet-
ing at which they tendered their 75% part-
nership interest to another partner, or any-
one else, “gratis,” and announced that they
would contribute no further funds to the
partnership), reh’g denied, 950 F.2d 209
(5th Cir. 1991).
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The “identifiable event” required by
§ 1.165–1(b) and (d)(1) “must be observ-
able to outsiders and constitute ‘some
step which irrevocably cuts ties to the
asset.’” United Dairy Farmers, Inc. v.
U.S., 267 F.3d 510, 522 (6th Cir. 2001)
(quoting Corra Resources, Ltd. v. Com-
missioner, 945 F.2d 224, 226 (7th Cir.
1991)). Mere non-use of an asset is not
sufficient to establish an act of abandon-
ment. Standley v. Commissioner, 99 T.C.
259, 272 (1992), aff’d without published
opinion, 24 F.3d 249 (9th Cir. 1994); Jones
Beach Theatre Corp. v. Commissioner,
T.C.M. 1966–100. Similarly, internal
communications or decisions within a
taxpayer’s organization are not sufficient
affirmative acts of abandonment. See
Corra Resources, 945 F.2d at 226.

A taxpayer need not relinquish legal
title to property in all cases to establish
abandonment, provided there is an intent
to abandon and an affirmative act of aban-
donment. See Echols, 935 F.2d at 706;
Middleton v. Commissioner, 77 T.C. 310,
322 (1981), aff’d per curiam, 693 F.2d 124
(11th Cir. 1982). Retention of bare le-
gal title to property does not preclude a
deduction under § 165(a) in certain cases
in which property has become worthless.
See Helvering v. Gordon, 134 F.2d 685,
689 (4th Cir. 1943), acq., 1951–1 C.B. 2;
Rhodes v. Commissioner, 100 F.2d 966,
970 (6th Cir. 1939); Rev. Rul. 54–581,
1954–2 C.B. 112. In such cases the courts
have adopted the rule that a taxpayer may
claim a loss on property without being re-
quired to divest legal title if the taxpayer
does not intend to hold the property and
the taxpayer proves by identifiable events
that the property has become worthless.
A.J. Indus., 503 F.2d at 670. The tax-
payer’s conduct in regarding the property
as worthless and not intending to preserve
or hold it may be the practical equivalent of
abandonment. See id.; Lockwood v. Com-
missioner, 94 TC 252, 258 (1990) (leav-
ing master recordings on a closet shelf in-
stead of storing in a necessary climate-
controlled environment was tantamount to
throwing them in the trash).

A deduction for worthlessness under
§ 165 is allowable only if there is a closed
and completed transaction fixed by identi-
fiable events establishing that the property
is worthless in the taxable year for which
the deduction is claimed. § 1.165–1(b)
and (d)(1). Although the taxpayer is not

required to be an “incorrigible optimist,”
United States v. S.S. White Dental Manu-
facturing Co., 274 U.S. 398, 403 (1927),
a mere diminution in the value of an asset
is not sufficient to establish worthless-
ness. Proesel v. Commissioner, 77 T.C.
992, 1006 (1981). Assets may not be
considered worthless, even when they
have no liquidated value, if there is a rea-
sonable hope and expectation that they
will become valuable in the future. See
Lawson v. Commissioner, 42 B.T.A. 1103,
1108 (1940); Morton v. Commissioner,
38 B.T.A. 1270, 1278 (1938), aff’d, 112
F.2d 320 (7th Cir. 1940); Rev. Rul. 77–17,
1977–1 C.B. 44.

Abandonment and other transactions
that divest the taxpayer’s title are iden-
tifiable events that support a closed and
completed transaction. Additionally, iden-
tifiable events may include “other acts
or events which reflect the fact that the
property is worthless.” Proesel, 77 T.C. at
1005. To the extent that the transactions
do not include divestitures of title or aban-
donment, the essential element for tax pur-
poses is that a particular event destroyed
the potential value and usefulness of the
asset to the taxpayer. See Echols, 950 F.2d
at 213 (partnership’s insolvency, third
party developer’s default, and inability of
partners to restructure the underlying debt
were identifiable events that evidenced
worthlessness); Corra Resources, 945
F.2d at 226–27 (loss realized in the year in
which coal mining lease expired); George
Freitas Dairy, Inc. v. United States, 582
F.2d 500, 502 (9th Cir. 1978) (cancellation
of production quota contract was identifi-
able event that evidenced the closed and
completed transaction); Proesel, 77 T.C. at
998–99, 1006–07 (finding insufficient evi-
dence of worthlessness despite unsuccess-
ful attempts to sell or find distributor for a
motion picture by contacting all major stu-
dios and major independent distributors;
however, contract to produce the motion
picture could have been found worthless
upon settled litigation with respect to
breach of contract or demonstration that
litigation would be fruitless); Oak Har-
bor Freight Lines, Inc. v. Commissioner,
T.C.M. 1999–291 (an act of Congress
rendered motor carrier authorities worth-
less because all rights associated with
the authorities were eliminated); Spring-
field Productions, Inc. v. Commissioner,
T.C.M. 1979–23 (testimony by taxpayer’s

president that film was worthless because
taxpayer had unsuccessfully submitted it
for sale or distribution to all major stu-
dios and small distribution companies was
not substantial proof of worthlessness);
Golden State Towel and Linen Service,
Ltd. v. United States, 179 Ct. Cl. 300, 310
(1967) (finding that it is only when all or a
substantial, identifiable, vendible portion
of a customer list is terminated perma-
nently, either through extraneous causes
or the sudden and involuntary inability of
the owner to serve them, that a tax loss
may be claimed, and then only if the loss
may be adequately measured.)

A taxpayer’s treatment of the costs of
acquiring property for financial account-
ing purposes does not control the treatment
of those costs for federal income tax pur-
poses. See Thor Power Tool Co. v. Com-
missioner, 439 U.S. 522, 542–44 (1979).

X has not performed an affirmative act
of abandoning creative property merely
because: (1) an X executive decides not
to actively pursue the development or
production of the property, see Corra Re-
sources, 945 F.2d at 226; (2) X does not set
the property for production within three
taxable years of acquiring that property
(notwithstanding that it is unlikely that
X will ever set for production property
that X retains for three years or more),
see Standley, 99 T.C. at 272; and (3) X
writes off for financial accounting pur-
poses the cost of acquiring and developing
the property, see Thor Power Tool, 439
U.S. at 542–44. Although the above facts
may be relevant factors to consider, an
affirmative act to abandon must be ascer-
tained from all the facts and surrounding
circumstances, Citron, 97 T.C. at 210. X
retains creative properties for potential
future exercise of ownership or other con-
tractual rights, whether by sale or use, or
to enforce those rights by preventing X’s
competitors from using the property. In
fact, X does sell or set for production some
creative property after writing off the costs
of such property for financial accounting
purposes and having made a decision not
to set the property for production. These
facts are inconsistent with an intent to
permanently abandon property and with
an affirmative act of abandonment, both
of which are required for an abandonment
loss deduction under § 165(a).

Furthermore, X is not entitled to a
worthlessness deduction in the absence

June 14, 2004 1045 2004-24 I.R.B.



of evidence of a closed and completed
transaction fixed by an identifiable event
establishing worthlessness. A creative
property that X acquires may not be pre-
sumed worthless simply because X does
not set that property for production, either
by a specific internal decision or by inac-
tion, as these are not identifiable events
that irrevocably cut ties to the asset. See
Corra Resources, 945 F.2d at 226. In ad-
dition, the facts indicate that the creative
properties that X retains after writing off
their costs for financial accounting pur-
poses are not worthless to X. X maintains
proper storage facilities for the proper-
ties, thereby preserving the properties in
a condition that allows for future exercise
of ownership or other contractual rights.
By retaining its rights in a property, X
can prevent a competitor from exploiting
that property or prevent or defend against
potential copyright infringement lawsuits.
In some cases, X retains creative property
to maintain good relations with the seller
from whom X acquired the property. Fi-
nally, X retains some property in the hope
that the property will have future value if
the subject matter becomes more popular,
if the writer becomes better known, or for
various other reasons. These facts indicate
that X has an intention to hold and preserve
property because of a bona fide belief that
the property has value due to the possibil-
ity that the property will be of future use.
Thus, without an identifiable event that
destroys the potential value and usefulness
of the property to X, the property may not
be considered worthless.

In Situation 1, an X executive’s deci-
sion in 2004 not to set script a for produc-
tion, the write-off for financial accounting
purposes, and the fact that the script has
not been set for production by the end of
2004 do not constitute affirmative acts of
abandonment of script a for purposes of
§ 165(a), nor are they identifiable events
evidencing a closed and completed trans-
action establishing worthlessness. To the
contrary, X’s retention of script a in order
to keep the potential to exercise ownership
or other contractual rights in the future is
evidence that the script is not worthless.
Thus, in the absence of any affirmative act
of abandonment or showing of worthless-
ness in 2004, X may not deduct in that year
as a loss under § 165(a) the cost of acquir-
ing and developing script a.

In Situation 2, the facts do not indi-
cate an affirmative act of abandonment or
identifiable events evidencing a closed and
completed transaction establishing worth-
lessness until 2007. X may deduct X’s ad-
justed basis in screenplay b under § 165(a)
in 2007 because X’s rights to screenplay b
expire in that year. See Rev. Rul. 81–160,
1981–1 C.B. 312. In the absence of any
affirmative act of abandonment or show-
ing of worthlessness in an earlier taxable
year, X may not deduct in any earlier tax-
able year as a loss under § 165(a) the cost
of acquiring and developing screenplay b.

In Situation 3, the facts do not indi-
cate an affirmative act of abandonment or
identifiable events evidencing a closed and
completed transaction establishing worth-
lessness. X’s notification to A of A’s right
to reacquire motion picture rights c pur-
suant to the contract between X and A does
not constitute an affirmative act of aban-
donment by X of motion picture rights c for
purposes of § 165(a). Rather, X is merely
complying with its contractual obligations.
When A declines to exercise its option, X
continues to retain motion picture rights c
in order to keep the potential to exercise its
ownership or other contractual rights in the
future. Furthermore, A’s failure to exer-
cise the option to reacquire motion picture
rights c does not establish that those rights
are worthless in 2005. That A was unable
to find another studio to purchase motion
picture rights c at a satisfactory price is
also insufficient to establish the worthless-
ness of motion picture rights c in 2005. See
Proesel, 77 T.C. at 998–99, 1006–07. Nei-
ther of these acts is an identifiable event es-
tablishing that motion picture rights c are
valueless in 2005 and without reasonable
expectation of future value. X’s retention
of motion picture rights c in order to keep
the potential to exercise ownership or other
contractual rights in the future is evidence
that the script is not worthless. Thus, in the
absence of any affirmative act of abandon-
ment or showing of worthlessness in 2005,
X may not deduct in that year as a loss un-
der § 165(a) the cost of acquiring and de-
veloping motion picture rights c.

HOLDING

A taxpayer may not deduct the costs
of acquiring and developing creative prop-
erty as a loss under § 165(a) if the taxpayer
does not establish an intention to abandon

the property and an affirmative act of aban-
donment, or identifiable event(s) evidenc-
ing a closed and completed transaction es-
tablishing worthlessness.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Joy Spies of the Office of Asso-
ciate Chief Counsel (Income Tax and Ac-
counting). For further information regard-
ing this revenue ruling, contact Ms. Spies
at (202) 622–5020 (not a toll-free call).

Section 263A.—Capital-
ization and Inclusion in
Inventory Costs of Cer-
tain Expenses
26 CFR 1.263A–9: The avoided cost method.

T.D. 9129

DEPARTMENT OF
THE TREASURY
Internal Revenue Service
26 CFR Part 1

Uniform Capitalization of
Interest Expense in Safe
Harbor Sale and Leaseback
Transactions

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
regulations relating to the capitalization
of interest expense incurred in sale and
leaseback transactions under the Eco-
nomic Recovery Tax Act of 1981 (ERTA)
safe harbor leasing provisions. The reg-
ulations affect taxpayers that provide
purchase money obligations in connec-
tion with these transactions. The text
of the temporary regulations also serves
as the text of the proposed regulations
(REG–148399–02) set forth in the notice
of proposed rulemaking on this subject
in this issue of the Bulletin. The final
regulations consist of technical revisions
to reflect the issuance of the temporary
regulations.
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DATES: Effective Date: These regulations
are effective May 20, 2004.

Applicability Dates: For dates of appli-
cability, see §1.263A–15T(a)(3).

FOR FURTHER INFORMATION
CONTACT: Grant Anderson,
202–622–4930 (not a toll-free num-
ber).

SUPPLEMENTARY INFORMATION:

Background

This document contains amendments to
26 CFR part 1 under section 263A(f) of
the Internal Revenue Code (Code) relat-
ing to the treatment of certain interest ex-
pense incurred by the lessor in a sale and
leaseback transaction under the ERTA safe
harbor leasing provisions (former section
168(f)(8), as enacted by section 201(a) of
ERTA, Public Law 97–34, 95 Stat. 214).

Section 263A (the uniform capitaliza-
tion rules) generally requires the capital-
ization of direct costs and indirect costs
properly allocable to real property and tan-
gible personal property produced by a tax-
payer.

Section 263A(f) and the regulations
thereunder provide special rules for capi-
talizing interest to property produced by a
taxpayer. In general, section 263A(f) only
requires the capitalization of interest that
is paid or incurred during the production
period of certain property (referred to as
designated property). Designated property
includes all real property and certain tangi-
ble personal property. See §1.263A–8(b)
of the Income Tax Regulations.

In general, interest incurred on debt that
is directly attributable to production ex-
penditures with respect to designated prop-
erty (traced debt) is capitalized first. See
section 263A(f)(2)(A)(i). If production
expenditures with respect to designated
property exceed the amount of traced debt,
interest on any other debt of the taxpayer
is capitalized to the extent that the interest
could have been reduced if production
expenditures had not been incurred. See
section 263A(f)(2)(A)(ii). The amount of
interest required to be capitalized under
section 263A(f) is calculated by reference
to eligible debt. See §1.263A–9(a)(4).
Eligible debt generally includes all out-
standing debt of the taxpayer. Certain
types of debt (listed in paragraphs (i) to
(viii) of § 1.263A–9(a)(4)), however, are

excluded from the definition of eligible
debt.

The ERTA safe harbor leasing provi-
sions were intended to permit owners of
property to transfer the tax benefits of
ownership (depreciation and the invest-
ment credit) to other persons. The ERTA
safe harbor leasing provisions operate
by guaranteeing that, for federal tax pur-
poses, (i) a transaction meeting certain
stated qualifications (a qualifying trans-
action) will be treated as a lease even
though the qualifying transaction other-
wise would not be considered a lease, and
(ii) the nominal lessor will be treated as
the owner of the property even though the
nominal lessee is in substance the owner
of the property.

Regulations issued under the ERTA
safe harbor leasing provisions clarify that
a qualifying transaction may be part of a
sale and leaseback transaction, in which
the nominal lessee sells the underlying
property for Federal tax purposes to the
nominal lessor for a cash payment and
an interest bearing note (purchase money
note), and the nominal lessor simulta-
neously leases the property back to the
nominal lessee. See §5c.168(f)(8)–1(e)
Example 2. Generally, the nominal lessor
deducts, and the nominal lessee includes
in income, the interest accruing on the
purchase money note, subject to certain
limitations. See §5c.168(f)(8)–7.

Explanation of Provisions

The temporary regulations provide
that eligible debt under section 263A(f)
does not include a purchase money obli-
gation given by the lessor to the lessee
(or a party related to the lessee) in a sale
and leaseback transaction under former
section 168(f)(8) as enacted by ERTA. Ac-
cordingly, these obligations are excluded
from the definition of eligible debt, and
the interest accruing on the obligations
is not subject to capitalization with re-
spect to designated property under section
263A(f).

The temporary regulations apply to in-
terest incurred in taxable years beginning
on or after May 20, 2004, except that, in
the case of property that is inventory in the
hands of the taxpayer, the temporary regu-
lations apply to taxable years beginning on
or after May 20, 2004. However, taxpay-
ers may elect to apply the temporary regu-

lations to interest incurred in taxable years
beginning on or after January 1, 1995, or,
in the case of property that is inventory in
the hands of the taxpayer, to taxable years
beginning on or after January 1, 1995 (the
general effective date of the interest capi-
talization regulations).

For purposes of §1.263A–15(a)(2), the
exclusion of purchase money obligations
given by the lessor to the lessee (or a
party related to the lessee) in a sale and
leaseback transaction under former sec-
tion 168(f)(8) as enacted by ERTA will
be considered to be a reasonable position
for the application of section 263A(f) in
taxable years beginning before January 1,
1995. Consequently, a taxpayer changing
a method of accounting for property that is
not inventory in the hands of the taxpayer
to conform to the temporary regulations
may elect to include interest incurred after
December 31, 1986, in taxable years be-
ginning on or after December 31, 1986 (the
general effective date of section 263A),
and before January 1, 1995, in the deter-
mination of its adjustment under section
481(a). A taxpayer changing a method of
accounting for property that is inventory
in the hands of the taxpayer to conform to
the temporary regulations must revalue its
beginning inventory in the year of change
as if the new method of accounting had
been in effect during all prior years.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does
not apply to these regulations. Please refer
to the cross-referenced notice of proposed
rulemaking published elsewhere in this is-
sue of the Bulletin for applicability of the
Regulatory Flexibility Act (5 U.S.C. chap-
ter 6). Pursuant to section 7805(f) of the
Code, these temporary regulations will be
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administration
for comment on their impact on small busi-
ness.

Drafting Information

The principal author of these regula-
tions is Grant Anderson of the Office of
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Associate Chief Counsel (Income Tax and
Accounting). However, other personnel
from the IRS and the Treasury Department
participated in their development.

* * * * *

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.263A–9 is amended

by revising paragraphs (a)(4)(vii), and
(viii) and adding paragraph (a)(4)(ix) to
read as follows:

§1.263A–9 The avoided cost method.

(a) * * *
(4) * * *
(vii) Reserves, deferred tax liabilities,

and similar items that are not treated as
debt for Federal income tax purposes, re-
gardless of the extent to which the tax-
payer’s applicable financial accounting or
other regulatory reporting principles re-
quire or support treating these items as
debt;

(viii) Federal, State, and local income
tax liabilities, deferred tax liabilities under
section 453A, and hypothetical tax liabili-
ties under the look-back method of section
460(b) or similar provisions; and

(ix) [Reserved]. For further guidance,
see §1.263A–9T(a)(4)(ix).

* * * * *
Par. 3. Section 1.263A–9T is added to

read as follows:

§1.263A–9T The avoided cost method
(temporary).

(a)(1) through (3) [Reserved]. For
further guidance, see §1.263A–9(a)(1)
through (3).

(4) Definition of eligible debt. Except
as provided in this paragraph (a)(4), el-
igible debt includes all outstanding debt
(as evidenced by a contract, bond, deben-
ture, note, certificate, or other evidence of
indebtedness). Eligible debt does not in-
clude—

(i) through (viii) [Reserved]. For fur-
ther guidance, see §1.263A–9(a)(4)(i)
through (viii).

(ix) A purchase money obligation given
by the lessor to the lessee (or a party that is
related to the lessee) in a sale and lease-
back transaction involving an agreement
qualifying as a lease under §5c.168(f)(8)–1
through §5c.168(f)(8)–11 of this chapter.
See §5c.168(f)(8)–1(e) Example (2) of this
chapter.

(b) through (g) [Reserved]. For further
guidance, see §1.263A–9(b) through (g).

Par. 4. Section 1.263A–15T is added to
read as follows:

§1.263A–15T Effective dates, transitional
rules, and anti-abuse rule (temporary).

(a)(1) and (2) [Reserved]. For further
guidance, see §1.263A–15(a)(1) and (2).

(3) Section 1.263A–9T applies to inter-
est incurred in taxable years beginning on
or after May 20, 2004, except that, in the
case of property that is inventory in the
hands of the taxpayer, §1.263A–9T applies
to taxable years beginning on or after May
20, 2004. However, taxpayers may elect
to apply §1.263A–9T to interest incurred
in taxable years beginning on or after Jan-
uary 1, 1995, or, in the case of property that
is inventory in the hands of the taxpayer,
to taxable years beginning on or after Jan-
uary 1, 1995. A change in a taxpayer’s
treatment of interest to a method consistent
with §1.263A–9T is a change in method of
accounting to which sections 446 and 481
apply.

(b) and (c) [Reserved]. For further
guidance, see §1.263A–15(b) and (c).

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

Approved May 10, 2004.

Gregory F. Jenner,
Acting Assistant Secretary of the Treasury.

(Filed by the Office of the Federal Register on May 19, 2004,
8:45 a.m., and published in the issue of the Federal Register
for May 20, 2004, 69 F.R. 29066)

Section 457.—Deferred
Compensation Plans
of State and Local
Governments and
Tax-Exempt Organizations
26 CFR 1.457–2: Definitions.

Governmental plan; union; section
457(b). This ruling holds that a deferred
compensation plan does not fail to be an
eligible governmental plan under section
457(b) of the Code merely because the
plan is created, offered, and administered
by a union, provided adoption of the plan
meets certain criteria set forth in the ruling.

Rev. Rul. 2004–57

ISSUE

Does a plan fail to be an eligible govern-
mental plan under § 457(b) of the Internal
Revenue Code solely because the plan is
offered and administered by a labor union
for the benefit of those State employees
who are union members?

FACTS

An organization (including its local
affiliates) that is a labor organization de-
scribed in § 501(c)(5) (Union) represents
professional firefighters employed by
various city, municipal, and other local
governments in State X (“Governmental
Employers”) under collective bargaining
agreements between the Union and the
Governmental Employers.

State X maintains an eligible govern-
mental § 457(b) plan (Plan A). Plan A
is available to employees of State X and
employees of any political subdivision
of State X, including both unionized and
non-unionized public safety employees
and civilians.

The Union would like to offer an addi-
tional eligible governmental § 457(b) plan
(Plan B) that is available only to mem-
bers of the collective bargaining units rep-
resented by the Union who are employed
by the Governmental Employers.

Under Plan B, the members of the
Union who are employees of the Govern-
mental Employers that adopt Plan B are
eligible to participate and elect to have
the Governmental Employers make con-
tributions on their behalf to Plan B out
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of their compensation from the Govern-
mental Employers. Plan B states that the
plan is established and maintained by the
Governmental Employers and participants
are informed of this. Only investments ap-
proved by the Union are offered under Plan
B and amounts deferred by employees of
Governmental Employers that adopt Plan
B, plus any amounts transferred directly
from any other eligible governmental
§ 457(b) plan, provide Plan B’s exclusive
source of funding.

Union members employed by Govern-
mental Employers that do not adopt Plan
B are not eligible to participate in Plan B,
and no contributions may be made on their
behalf regardless of whether their Govern-
mental Employer is part of any collective
bargaining agreement with the Union or its
affiliates and regardless of whether the em-
ployees are union members. Employees of
the Union are not eligible to participate in
Plan B.

Plan B provides that all annual defer-
rals for a participant under the plan are
combined with the participant’s annual de-
ferrals under Plan A and all other eligi-
ble plans of the same employer for pur-
poses of the Plan B limitations designed
to comply with the limitations of § 457(b),
and are combined with annual deferrals
under eligible plans of other employers
to the extent information concerning such
plans is provided by the participant. Thus,
Plan B treats all deferrals under all eligi-
ble plans in which an individual partici-
pates by virtue of his or her relationship
with a single employer as a single plan for
purposes of determining whether deferrals
in excess of the § 457(b) limitations have
been made.

Because both Plan A and Plan B must
comply with these limitations, they each
include terms providing for correction of
any excess deferrals under all plans. Plan
B provides that if an excess deferral arises
which is only an excess amount as a re-
sult of the combined annual deferrals un-
der both Plan A and Plan B, then the ex-
cess amount will be corrected by Plan B
(even though there would be no excess if
only annual deferrals under Plan B were
taken into account). By adoption of Plan
B, each Governmental Employer agrees
not only to forward payroll amounts rep-
resenting annual deferrals under Plan B,
but also to inform Plan B of the amount
of the annual deferrals made under Plan A

by participants in Plan A who also partici-
pate in Plan B and such other information
known to the Governmental Employers as
Plan B may need for proper administra-
tion. The adoption agreement also requires
the Union to provide to the Governmental
Employers such information from Plan B
as the Governmental Employers may need
to complete tax returns for their employees
and to administer Plan A.

In addition, for purposes of Plan B’s
special catch-up contribution rules for par-
ticipants who are within the three-year pe-
riod ending before the year they reach nor-
mal retirement age, Plan B provides a nor-
mal retirement age which is the same as the
normal retirement age under Plan A. Fur-
ther, Plan B permits a plan-to-plan trans-
fer of assets from Plan A (or any other
eligible governmental plan) to Plan B for
employees who have not had a separa-
tion from employment only if the follow-
ing conditions are satisfied: (i) the trans-
fer is from Plan A or any other plan that
is an eligible governmental plan of State
X; (ii) the transferring plan provides for
the transfer; (iii) the participant whose de-
ferred amounts are being transferred is per-
forming services for a Governmental Em-
ployer that has adopted Plan B (and, for
this purpose, Plan B treats the employer
as the same employer only if the partici-
pant’s compensation is paid by the same
entity); and (iv) the participant or bene-
ficiary whose amounts deferred are being
transferred must have an amount deferred
immediately after the transfer at least equal
to the amount deferred with respect to that
participant or beneficiary immediately be-
fore the transfer.

LAW AND ANALYSIS

Section 457 provides rules for the defer-
ral of compensation by an individual par-
ticipating in an eligible deferred compen-
sation plan as defined in § 457(b). Sec-
tion 457(b)(1) provides that the term “el-
igible deferred compensation plan” means
a plan “established and maintained by an
eligible employer” in which only individu-
als who perform services for the employer
may be participants. The performance of
services includes performance of services
as an employee or as an independent con-
tractor. Section 457(e)(2).

Section 457(e)(1) defines an “eligible
employer” as (A) a State, political subdi-

vision of a State, and any agency or instru-
mentality of a State or political subdivision
of a State and (B) any other organization
(other than a governmental unit) exempt
under Subtitle A of the Internal Revenue
Code. Section 1.457–2(e) of the Income
Tax Regulations further defines the term
“eligible employer” as including an entity
that is a State that establishes a plan and
§ 1.457–2(l) provides that State means a
State (treating the District of Columbia as
a State as provided under § 7701(a)(10)),
a political subdivision of a State, and any
agency or instrumentality of a State.

Section 1.457–5(b) provides that for
purposes of determining the amount of
annual deferrals under a § 457 plan that
are excluded from a participant’s gross in-
come in any taxable year, the participant’s
annual deferrals under all § 457 plans
must be determined on an aggregate basis.
For example, under § 1.457–5, all annual
deferrals under all eligible plans (whether
or not with the same employer) are com-
bined for purposes of determining whether
the limitations of § 457(b) have been ex-
ceeded. In this regard, § 1.457–4(e)(2)
treats all deferrals under all eligible plans
in which an individual participates by
virtue of his or her relationship with a sin-
gle employer as a single plan for purposes
of determining excess deferrals.

Under § 1.457–10(b)(4), a plan-to-plan
transfer from one eligible governmental
plan to another eligible governmental plan
of the same employer is permitted with-
out a separation from employment if cer-
tain conditions are satisfied, including that
the transfer is from an eligible governmen-
tal plan to another eligible governmental
plan of the same employer (and, for this
purpose, the employer is not treated as the
same employer if the participant’s com-
pensation is paid by a different entity).

Section 457(g) provides that a plan
maintained by an eligible governmental
employer is not to be treated as an eli-
gible deferred compensation plan unless
all amounts of compensation deferred
under the plan, all property and rights pur-
chased with such deferred compensation
amounts, and all income attributable to
such amounts, property, or rights of the
plan are held in trust for the exclusive ben-
efit of participants and their beneficiaries.
In order to be an eligible plan of a tax-ex-
empt entity, § 457(b)(6) provides that the
plan must be unfunded and plan assets
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must not be set aside for participants or
their beneficiaries.

An arrangement does not fail to consti-
tute a single eligible governmental plan for
purposes of § 457(b) merely because the
arrangement is funded through more than
one trustee, custodian, or insurance carrier.
See § 1.457–8 of the regulations and No-
tice 98–8, 1998–1 C.B. 355.

Under § 457, therefore, different rules
apply depending on whether the entity es-
tablishing and maintaining the plan is a
tax-exempt entity or a State government
entity. A union that is a tax-exempt en-
tity may establish and maintain an eligible
§ 457(b) plan, but only if the plan is un-
funded and is for its employees or other
individuals who perform services for the
union. A State (including an agency or
instrumentality thereof) may establish and
maintain an eligible § 457(b) plan, but only
if it is funded and only for employees of
the State or other individuals who perform
services for the State. A union may not
establish and maintain a funded plan for
its employees or for individuals who do
not perform services for the union. How-
ever, an eligible governmental employer
may adopt, for its collectively-bargained
employees, a plan created by the union
for employees of the governmental em-
ployer and offered and administered by the
union, provided that the plan is “estab-
lished and maintained by” the governmen-
tal employer. Thus, if the plan is estab-
lished and maintained by a governmental
employer, it can qualify as an eligible gov-
ernmental § 457(b) plan, assuming that the
plan satisfies all of the other requirements
of § 457(b).

If the governmental employer has
adopted the plan in a manner that reflects
the employer as having established and
maintained the plan, a plan does not fail
to be an “eligible governmental § 457(b)
plan” merely because the plan is created,
offered and administered by a union even
if it is in addition to another plan that is
offered and administered by the govern-
mental employer.

Under these facts, Plan B includes spe-
cial provisions designed to comply with
the rules for eligible governmental § 457
plans of the same employer, including
coordination of limitations and correc-
tions under § 1.457–5 and plan-to-plan
transfer provisions that comply with
§ 1.457–10(b)(4). These facts are con-

sistent with the plan being established and
maintained by the Governmental Employ-
ers. The Union’s involvement in adminis-
tering the plan to be offered to employees
of the Governmental Employers, such as
coordinating the information necessary
to determine whether any excess contri-
butions are made for a participant and
responsibility in providing information
necessary for completing wage statements
that reflect Plan B, is comparable to the
involvement associated with a third party
administrator who invests annual defer-
rals and administers the plan provisions
for the employer. In this case, the Union
is in effect administering Plan B for the
Governmental Employers, as a plan that is
established and maintained by the Govern-
mental Employers as the actual employers
of the union members.

HOLDING

Plan B does not fail to be an eligible
governmental plan under § 457(b) solely
because the plan is offered and adminis-
tered by the Union, but only with respect to
employees of the Governmental Employ-
ers that have adopted Plan B as described
in these facts.

For § 457(b) plans that do not satisfy
the requirements of this revenue ruling, see
Announcement 2004–52, page 1071.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Vernon S. Carter of the Of-
fice of the Division Counsel/Associate
Chief Counsel (Tax Exempt and Govern-
ment Entities). For further information
regarding this revenue ruling contact
Vernon S. Carter at (202) 622–6060 (not a
toll-free call).

Section 708.—Continuation
of Partnership
26 CFR 1.708–1: Continuation of a partnership.
(Also: §§ 7701, 301.7701–1, 301.7701–2,
301.7701–3.)

State law conversion from partner-
ship to corporation. This ruling explains
the federal tax consequences when an en-
tity classified as a partnership for federal
tax purposes converts into a state law cor-
poration under a state statute that does not

require an actual transfer of the unincorpo-
rated entity’s assets or interests.

Rev. Rul. 2004–59

ISSUE

If an unincorporated state law entity
that is classified as a partnership for fed-
eral tax purposes (partnership) converts to
a state law corporation under a state statute
that does not require an actual transfer of
the unincorporated entity’s assets or in-
terests (state law formless conversion
statute), how is the conversion treated for
federal tax purposes?

FACTS

On January 1, 2003, A is organized in
State as an unincorporated entity that is
classified as a partnership for federal tax
purposes. A elects to convert under a state
law formless conversion statute into a state
law corporation, effective January 1, 2004.
As a result of the conversion, A is classified
as a corporation for federal tax purposes.

LAW AND ANALYSIS

Section 7701(a)(2) of the Internal Rev-
enue Code provides that the term part-
nership includes a syndicate, group, pool,
joint venture, or other unincorporated or-
ganization, through or by means of which
any business, financial operation, or ven-
ture is carried on, and which is not, within
the meaning of this title, a trust or estate or
a corporation.

Section 7701(a)(3) provides that the
term corporation includes associations,
joint-stock companies, and insurance
companies.

Section 301.7701–2(b)(1) defines the
term corporation to include a business
entity organized under a federal or state
statute, or under a statute of a federally
recognized Indian tribe, if the statute
describes or refers to the entity as incorpo-
rated or as a corporation, body corporate,
or body politic.

Section 301.7701–3(a) provides that a
business entity that is not classified as a
corporation under § 301.7701–2(b)(1), (3),
(4), (5), (6), (7) or (8) (an eligible entity),
can elect its classification for federal tax
purposes.

Section 301.7701–3(g)(1)(i) provides
that, if an eligible entity classified as a part-
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nership elects under § 301.7701–3(c)(1)(i)
to be classified as an association, the fol-
lowing is deemed to occur: the partnership
contributes all its assets and liabilities to
the association in exchange for stock in the
association, and immediately thereafter,
the partnership liquidates, distributing the
stock of the association to its partners.

Rev. Rul. 84–111, 1984–2 C.B. 88, de-
scribes the tax consequences when steps
are taken as parts of a plan to transfer
partnership operations to a corporation or-
ganized for valid business reasons. For
each of three methods of incorporating a
partnership, Rev. Rul. 84–111 describes
the differences in the basis and holding
periods of the various assets received by
the corporation and the basis and holding
periods of the stock received by the for-
mer partners provided the steps described
are actually undertaken and the underly-
ing assumptions and purposes for the con-
clusions in the revenue ruling are appli-
cable. If the partnership converts into a
corporation in accordance with a state law
formless conversion statute, however, Rev.
Rul. 84–111 does not apply.

For federal tax purposes, a partner-
ship that converts to a corporation under
a state law formless conversion statute
will be treated in the same manner as one
that makes an election to be treated as an
association under § 301.7701–3(c)(1)(i).
Therefore, when unincorporated entity A
converts, under state law, to corporation A,
the following steps are deemed to occur:
unincorporated entity A contributes all of
its assets and liabilities to corporation A in
exchange for stock in corporation A, and
immediately thereafter, unincorporated
entity A liquidates, distributing the stock
of corporation A to its partners.

HOLDING

If an unincorporated state law entity
that is classified as a partnership for federal
tax purposes converts into a state law cor-
poration under a state law formless conver-
sion statute, the following is deemed to oc-
cur: the partnership contributes all its as-
sets and liabilities to the corporation in ex-
change for stock in such corporation, and
immediately thereafter, the partnership liq-
uidates distributing the stock of the corpo-
ration to its partners.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Christopher L. Trump of the Office
of Associate Chief Counsel (Passthroughs
and Special Industries). For further in-
formation regarding this revenue ruling,
contact Christopher L. Trump at (202)
622–3080 (not a toll-free call).

Section 3121.—Definitions
26 CFR 31.3121(a)–1: Wages.
(Also: 31.3306(b)–1, 31.3401(a)–1.)

Federal Insurance Contributions Act
(FICA); options and deferred compen-
sation transfer on divorce. This ruling
concludes that nonqualified stock options
and nonqualified deferred compensation
transferred by an employee to a former
spouse incident to a divorce are subject
to the Federal Insurance Contributions Act
(FICA), the Federal Unemployment Tax
Act (FUTA), and income tax withholding
to the same extent as if retained by the em-
ployee. The ruling also provides reporting
requirements applicable to the wage pay-
ments. Notice 2002–31 modified.

Rev. Rul. 2004–60

ISSUES:

(1) What is the effect upon taxation
under the Federal Insurance Contributions
Act (FICA), the Federal Unemployment
Tax Act (FUTA), and the Collection of In-
come Tax at Source on Wages (income tax
withholding) of a transfer of interests in a
nonstatutory stock option and in nonqual-
ified deferred compensation to a former
spouse incident to a divorce?

(2) What is the appropriate reporting
of income and/or wages recognized with
respect to nonstatutory stock options and
nonqualified deferred compensation trans-
ferred to a former spouse incident to a di-
vorce?

FACTS

The facts are the same as in Rev. Rul.
2002–22, 2002–1 C.B. 849, and are re-
stated here for convenience.

Prior to their divorce in 2002, A and B
were married individuals residing in State

X who used the cash receipts and disburse-
ments method of accounting.

A is employed by Corporation Y. Prior
to the divorce, Y issued nonstatutory stock
options to A as part of A’s compensation.
The nonstatutory stock options did not
have a readily ascertainable fair market
value within the meaning of § 1.83–7(b)
of the Income Tax Regulations at the time
granted to A, and thus no amount was in-
cluded in A’s gross income with respect to
those options at the time of grant.

Y maintains two unfunded, deferred
compensation plans under which A earns
the right to receive post-employment pay-
ments from Y. Under one of the deferred
compensation plans, participants are enti-
tled to payments based on the balance of
individual accounts of the kind described
in § 31.3121(v)(2)–1(c)(1)(ii) of the Em-
ployment Tax Regulations. By the time
of A’s divorce from B, A had an account
balance of $100x under that plan. Under
the second deferred compensation plan
maintained by Y, participants are entitled
to receive single sum or periodic payments
following separation from service based
on a formula reflecting their years of ser-
vice and compensation history with Y. By
the time of A’s divorce from B, A had
accrued the right to receive a single sum
payment of $50x under the plan follow-
ing A’s termination of employment with
Y. A’s contractual rights to the deferred
compensation benefits under these plans
were not contingent on A’s performance
of future services for Y.

Under the law of State X, stock op-
tions and unfunded deferred compensation
rights earned by a spouse during the period
of marriage are marital property subject
to equitable division between the spouses
in the event of divorce. Pursuant to the
property settlement incorporated into their
judgment of divorce, A transferred to B
(1) one-third of the nonstatutory stock op-
tions issued to A by Y, (2) the right to
receive deferred compensation payments
from Y under the account balance plan
based on $75x of A’s account balance un-
der the plan at the time of the divorce, and
(3) the right to receive a single sum pay-
ment of $25x from Y under the other de-
ferred compensation plan upon A’s termi-
nation of employment with Y.

In 2006, B exercises all of the trans-
ferred stock options and receives Y stock
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with a fair market value in excess of the
exercise price of the options. In 2011, A
terminates employment with Y, and B re-
ceives a single sum payment of $150x from
the account balance plan and a single sum
payment of $25x from the other deferred
compensation plan.

LAW AND ANALYSIS

Rev. Rul. 2002–22 concludes that a
taxpayer who transfers interests in non-
statutory stock options and nonqualified
deferred compensation to the taxpayer’s
former spouse incident to divorce is not re-
quired to include an amount in gross in-
come upon the transfer. The ruling also
concludes that the former spouse, rather
than the taxpayer, is required to include an
amount in gross income when the former
spouse exercises the stock options or when
the deferred compensation is paid or made
available to the former spouse.

FICA Wages

Sections 3101 and 3111 impose FICA
taxes on “wages” as that term is defined in
§ 3121(a). FICA taxes consist of the Old-
Age, Survivors and Disability Insurance
tax (social security tax) and the Hospital
Insurance tax (Medicare tax). These taxes
are imposed on both the employer and em-
ployee. Sections 3101(a) and 3101(b) im-
pose the employee portions of the social
security tax and the Medicare tax, respec-
tively. Sections 3111(a) and (b) impose the
employer portions of the social security tax
and the Medicare tax, respectively.

Section 3102(a) provides that the em-
ployee portion of FICA taxes must be
collected by the employer of the tax-
payer by deducting the amount of the
tax from wages as and when paid. Sec-
tion 31.3102(a)–1(a) provides that the
employer is required to collect the tax,
notwithstanding that wages are paid in
something other than money. Section
3102(b) provides that every employer re-
quired to deduct the FICA employee tax
is liable for the payment of that tax, and
is indemnified against the claims and de-
mands of any person for the amount of any
such payment made by such employer.

The term “wages” is defined in
§ 3121(a) for FICA purposes as all re-
muneration for employment, including the
cash value of all remuneration (including
benefits) paid in any medium other than

cash, with certain specific exceptions.
Section 3121(b) defines “employment” as
any service, of whatever nature, performed
by an employee for the person employing
him, with certain specific exceptions.

Section 31.3121(a)–1(e) provides that
in general the medium in which the remu-
neration is paid is immaterial. It may be
paid in cash or other than in cash. Re-
muneration paid in any medium other than
cash is computed on the basis of the fair
market value of such items at the time of
payment.

Under § 3121(v)(2), amounts deferred
under a nonqualified deferred compensa-
tion plan generally are to be taken into ac-
count when the services are performed or,
if later, when there is no substantial risk
of forfeiture. To the extent benefit pay-
ments under a nonqualified deferred com-
pensation plan are attributable to amounts
deferred under the plan that have been
taken into account for FICA tax purposes,
the benefit payments are not treated as
FICA wages. To the extent benefit pay-
ments are attributable to an amount de-
ferred that has not been taken into account
for FICA tax purposes, then the benefit
payments are treated as FICA wages. See
§ 31.3121(v)(2)–1(d)(1)(ii).

In the Social Security Amendments of
1983, Public Law No. 98–21, 1983–2 C.B.
309, Congress added language to § 3121(a)
providing that nothing in the income tax
withholding regulations that provides an
exclusion from wages for income tax with-
holding purposes is to be construed to re-
quire a similar exclusion from wages for
FICA purposes. The legislative history in
connection with this provision states that
“[s]ince the [social] security system has
objectives which are significantly different
from the objective underlying the income
tax withholding rules, the committee be-
lieves that amounts exempt from income
tax withholding should not be exempt from
FICA tax unless Congress provides an ex-
plicit tax exclusion.” S. Rep. No. 23, 98th
Cong., 1st Sess. at 42 (1983).

The fact that payments are includible
in the gross income of an individual other
than an employee does not remove the
payments from FICA wages. See Rev.
Rul. 71–116, 1971–1 C.B. 277, holding
that payments of wages to an employee
in a community property state are FICA
wages although one-half of the wages
is includible in the gross income of the

nonemployee spouse. See also Rev. Rul.
86–109, 1986–2 C.B. 196, which holds
that payments of remuneration for employ-
ment made after the death of an employee
and in the calendar year of the death are
wages for FICA tax purposes, although the
amounts are includible in the gross income
of the recipient and not the employee.

Rev. Rul. 2002–22 holds that, upon the
exercise of a nonstatutory stock option ob-
tained by a nonemployee spouse pursuant
to divorce, the property transferred to the
nonemployee spouse by the employer has
the same character and is includible in the
income of the nonemployee spouse under
§ 83(a) to the same extent as the prop-
erty would have been includible in the in-
come of the employee spouse had the op-
tion been retained and exercised by the em-
ployee spouse. Rev. Rul. 2002–22 further
holds that nonqualified deferred compen-
sation, the right to which is obtained by a
nonemployee spouse pursuant to divorce,
paid or made available to the nonemployee
spouse has the same character and is in-
cludible in the income of the nonemployee
spouse to the same extent as the compen-
sation would have been includible in the
income of the employee spouse had the
compensation been paid or made avail-
able to the employee spouse. Nothing in
§ 1041, pertaining to transfers of property
between spouses or incident to divorce,
excludes payments to a person other than
an employee from wages for purposes of
FICA. In the absence of a specific pro-
vision that would exclude these payments
from FICA wages, the compensation real-
ized on the exercise of the stock options by
the nonemployee spouse and the deferred
compensation paid or made available to
the nonemployee spouse retain their char-
acter as wages of the employee spouse for
purposes of FICA. Thus, the payment of
such remuneration is subject to FICA to
the same extent as if paid to the employee
spouse.

At the same time that the Service
published Rev. Rul. 2002–22, it also
published Notice 2002–31, 2002–1 C.B.
908, which included a proposed revenue
ruling addressing the application of FICA,
FUTA, and income tax withholding, and
reporting of income and wages, with re-
spect to nonstatutory stock options and
nonqualified deferred compensation trans-
ferred to a former spouse incident to a
divorce (as described in the Facts above),
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and requested comments on the proposal.
In general, the proposed ruling included
the conclusion that the exercise of the
options and the nonqualified deferred
compensation remain subject to FICA
and FUTA taxes to the same extent as if
they had been retained by the employee,
and that the income recognized by the
nonemployee spouse with respect to the
exercise of the options and distributions
of nonqualified deferred compensation
are wages for purposes of income tax
withholding. The proposed ruling also
concluded that any employee FICA taxes
and income tax withholding applicable to
the exercise of the options or distribution
of the nonqualified deferred compensation
would be deducted from the payments to
the nonemployee spouse.

Accordingly, the nonqualified deferred
compensation paid or made available to
the former spouse remains subject to the
rules of § 3121, including § 3121(v)(2)
and the regulations thereunder, to deter-
mine when and whether FICA tax is ap-
plicable. Thus, to the extent the amount
deferred has been previously taken into ac-
count for FICA purposes, the distribution
to the former spouse of the proceeds of the
account balance plan would not be treated
as wages for FICA tax purposes. How-
ever, to the extent the amount deferred has
not been previously taken into account for
FICA tax purposes, the distribution to the
former spouse of the proceeds of the ac-
count balance plan would be wages of the
employee for FICA tax purposes. Sim-
ilarly, under § 3121 and the regulations
thereunder, a former spouse’s exercise of a
nonstatutory stock option results in FICA
wages of the employee to the extent that
the fair market value of the stock received
pursuant to the exercise of the option ex-
ceeds the option exercise price.

To the extent the distributed payments
are FICA wages, the employee FICA tax
is deducted from the payment made to the
transferee. The amount includible in the
gross income of the transferee is not re-
duced by any FICA withholding from the
payments (including transfers of property)
to the transferee. See Rev. Rul. 86–109
and Rev. Rul. 71–116.

Because A was the service performer
and the remuneration relates to A’s ser-
vice in employment with Y, the wages, al-
though paid to B, are FICA wages of A. See
Rev. Rul. 71–116. Thus, because the pay-

ments are wages for FICA tax purposes,
the payments are reportable by Y as social
security wages and Medicare wages on a
Form W–2, Wage and Tax Statement, is-
sued to A, and the social security tax with-
held and Medicare tax withheld are also
reportable on the Form W–2 to A. Y may
take into account other wages previously
paid to A in that calendar year in deter-
mining whether these distributions are ex-
cepted from social security wages under
§ 3121(a)(1), the maximum social secu-
rity wage base exception. The employee
FICA tax for these wages should be de-
ducted from the payment of these wages.
Finally, these payments should not be in-
cluded in Box 1, Wages, tips, other com-
pensation, nor should any amount be re-
flected in Box 2, Federal income tax with-
held, of the Form W–2 issued to A with re-
spect to these payments.

FUTA

The FUTA taxation provisions applica-
ble with respect to nonstatutory stock op-
tions and nonqualified deferred compensa-
tion plans are similar to the FICA provi-
sions, except that only the employer pays
the tax imposed under FUTA. See §§ 3301,
3306(b), and 3306(r)(2) and the regula-
tions thereunder. Because of the similar
statutory provisions, FUTA taxation ap-
plies at the same time and in the same man-
ner as FICA. To the extent wage taxation
applies, the wages are FUTA wages of the
employee A, subject to the maximum wage
base contained in § 3306(b)(1). As with
FICA, wages previously paid to the em-
ployee during the calendar year may be
taken into account in determining whether
these amounts qualify for the FUTA max-
imum wage base exception.

Income Tax Withholding

Section 3402(a), relating to income
tax withholding, generally requires every
employer making a payment of wages to
deduct and withhold upon those wages a
tax determined in accordance with pre-
scribed tables or computational proce-
dures.

Section 3401(a) provides that “wages”
for income tax withholding purposes
means all remuneration for services per-
formed by an employee for his employer,
including the cash value of all remuner-
ation (including benefits) paid in any

medium other than cash, with certain ex-
ceptions not pertinent to this ruling.

Under § 31.3402(a)–1(c), an employer
is required to deduct and withhold the tax
notwithstanding that the wages are paid in
something other than money (for example,
wages paid in stock or bonds) and to pay
over the tax in money. If the wages are paid
in property other than money, the employer
should make necessary arrangements to in-
sure that the amount of the tax required
to be withheld is available for payment in
money.

Section 31 provides that the amount
withheld from wages as income tax with-
holding will be allowed to the “recipient
of the income” as a credit against the in-
come taxes imposed by Subtitle A. Section
1.31–1(a) of the Income Tax Regulations
provides that the “recipient of the income”
for purposes of the § 31 credit is the indi-
vidual who is subject to income taxes upon
the wages from which the tax was with-
held. For example, if an employee spouse
and nonemployee spouse are domiciled in
a community property state and file sep-
arate income tax returns, each reporting
for income tax purposes one-half of the
wages received by the employee spouse,
each spouse is entitled to one-half of the
credit allowable for the tax withheld at the
source with respect to the wages.

Because the compensatory interests
transferred under §1041 to the nonem-
ployee spouse pursuant to the divorce re-
main taxable for employment tax purposes
to the same extent as if retained by the
employee spouse, the income recognized
by the nonemployee spouse with respect
to the exercise of the nonstatutory stock
options and the distributions from the non-
qualified deferred compensation plans are
remuneration for employment and wages
for purposes of income tax withholding
under § 3402. Pursuant to §1.31–1(a), be-
cause the income recognized with respect
to this compensation is includible in the
gross income of the nonemployee spouse,
the nonemployee spouse is entitled to the
credit for the income tax withheld with
respect to these wage payments.

Employers are not required to col-
lect Form W–4, Employee’s Withholding
Allowance Certificate, from the nonem-
ployee spouse, and should not base with-
holding on a Form W–4 submitted by the
nonemployee spouse. Employers may
treat the compensation includible in the
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income of the nonemployee spouse as
supplemental wages and apply the flat
rate withholding method on supplemental
wages in withholding income tax on these
wages. The flat rate for withholding on
supplemental wages is currently 25 per-
cent. See § 101(c)(11) of the Economic
Growth and Tax Relief Reconciliation Act
of 2001 (Pub. L. No. 107–16), which
provides that the flat rate for withholding
on supplemental wages is the third low-
est rate of tax applicable under § 1(c) of
the Code, and §§ 1(c), 1(i)(1)(A)(i), and
1(i)(2) of the Code, which provide that the
third lowest rate of tax applicable under
§ 1(c) is 25 percent.

Reporting of payments

Section 6051 requires payors of remu-
neration to an employee to report those
payments on Form W–2, Wage and Tax
Statement. Because the former spouse is
not an employee, the reporting require-
ments of § 6051 do not apply.

Section 6041(a) and the accompanying
regulations generally require that all per-
sons engaged in a trade or business who
make a payment to a third party during the
course of such business must file an infor-
mation return with the IRS, reporting all
payments totaling $600 or more in a tax-
able year, of rent, salaries, wages, premi-
ums, annuities, compensations, remuner-
ations, emoluments, or other fixed or de-
terminable gains, profits and income. In
this case, pursuant to § 6041(a), Y must
file an information return reporting both
the income B realized from B’s exercise of
the nonstatutory stock options and the pay-
ments made to B from the deferred com-
pensation plans.

Under § 31.6051–1(a)(1), the wages of
an employee that are subject to social se-
curity and Medicare taxes are included in
the appropriate boxes on the Form W–2 is-
sued to the employee. See also Rev. Rul.
71–116.

Because there is no provision for the
issuance of Form W–2 in the name of a
nonemployee spouse, the income real-
ized upon the exercise of the nonstatutory
stock options would be reportable to
the nonemployee spouse by Y on Form
1099–MISC, Miscellaneous Income, is-
sued to the nonemployee spouse, in Box 3,
Other income, with the income tax with-
held reported in Box 4, Federal income

tax withheld. The payments to the nonem-
ployee spouse B from the nonqualified
deferred compensation plans and the with-
holding thereon would also be reportable
by Y on a Form 1099–MISC in Box 3,
with the income tax withheld reported in
Box 4.

Social security wages, social security
tax withheld, Medicare wages, and Medi-
care taxes withheld, if applicable, are
reported on the employee spouse’s Form
W–2 as described above.

Employers would report the income tax
withholding on wages paid to the nonem-
ployee spouse on Form 945, Annual Re-
turn of Withheld Federal Income Tax. The
social security and Medicare tax paid with
respect to these wages of the employee
spouse would be reported on Form 941,
Employer’s Quarterly Federal Tax Return.
FUTA tax with respect to wages of the em-
ployee spouse would be reported on Form
940, Employer’s Annual Federal Unem-
ployment (FUTA) Tax Return.

HOLDINGS

(1) The transfer of interests in nonstatu-
tory stock options and in nonqualified de-
ferred compensation from the employee
spouse to the nonemployee spouse inci-
dent to a divorce does not result in a pay-
ment of wages for FICA and FUTA tax
purposes.

The nonstatutory stock options are sub-
ject to FICA and FUTA taxes at the time
of exercise by the nonemployee spouse to
the same extent as if the options had been
retained by the employee spouse and exer-
cised by the employee spouse. The non-
qualified deferred compensation also re-
mains subject to FICA and FUTA taxes to
the same extent as if the rights to the com-
pensation had been retained by the em-
ployee spouse. To the extent FICA and
FUTA taxation apply, the wages are the
wages of the employee spouse. The em-
ployee portion of the FICA taxes is de-
ducted from the wages as and when the
wages are taken into account for FICA tax
purposes. The employee portion of the
FICA taxes is deducted from the payment
to the nonemployee spouse.

The income recognized by the nonem-
ployee spouse with respect to the exercise
of the nonstatutory stock options is sub-
ject to withholding under § 3402. The
amounts distributed to the nonemployee

spouse from the nonqualified deferred
compensation plans are also subject to
withholding under § 3402. The amounts
to be withheld for income tax withholding
are deducted from the payments to the
nonemployee spouse. The supplemental
wage flat rate may be used to determine
the amount of income tax withholding.
Pursuant to § 31, the nonemployee spouse
is entitled to the credit allowable for the
income tax withheld at the source on these
wages.

(2) The social security wages, Medicare
wages, social security taxes withheld, and
Medicare taxes withheld, if applicable, are
reportable on a Form W–2 with the name,
address, and social security number of the
employee spouse. However, no amount is
includible in Box 1 and Box 2 of the em-
ployee’s Form W–2 with respect to these
payments. The income with respect to the
exercise of the nonstatutory stock options
by the nonemployee spouse and the dis-
tributions from the nonqualified deferred
compensation plans to the nonemployee
spouse are reportable in Box 3 as other
income on a Form 1099–MISC with the
name, address, and social security num-
ber of the nonemployee spouse. Income
tax withholding with respect to these pay-
ments of wages is included in Box 4, Fed-
eral income tax withheld.

Income tax withholding on payments to
the nonemployee spouse is included on a
Form 945 filed by Y. The social security
tax and Medicare tax are reported on Y’s
Form 941, and the FUTA tax is reported
on Y’s Form 940.

EFFECT ON OTHER PUBLISHED
ITEMS

Notice 2002–31, 2002–1 C.B. 908, in-
cluded a proposed revenue ruling address-
ing the application of FICA, FUTA, and
income tax withholding, and reporting of
income and/or wages with respect to non-
statutory stock options and nonqualified
deferred compensation transferred to a for-
mer spouse incident to a divorce, and re-
quested comments on the proposal. After
consideration of the comments that were
received, the proposed ruling is adopted as
revised by this revenue ruling.

PROSPECTIVE APPLICATION

This revenue ruling is effective January
1, 2005. For periods before the effective
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date, employers may rely on a reasonable,
good faith interpretation including the in-
terpretations in the proposed revenue rul-
ing in Notice 2002–31 and this revenue
ruling. However, with respect to compen-
sation transferred to a spouse incident to
divorce, failure to treat nonstatutory stock
option compensation, or amounts deferred
under a nonqualified deferred compensa-
tion plan, as subject to FICA will not be
considered a reasonable, good faith inter-
pretation.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is A. G. Kelley of the Office of the
Division Counsel/Associate Chief Coun-
sel (Tax Exempt and Government Enti-
ties). For further information regarding
this revenue ruling, contact Mr. Kelley at
(202) 622–6040 (not a toll-free call).

Section 3306.—Definitions
What is the effect upon taxation under the Federal

Insurance Contributions Act (FICA), the Federal Un-
employment Tax Act (FUTA), and the Collection of
Income Tax at Source on Wages (income tax with-
holding) of a transfer of interests in a nonstatutory
stock option and in nonqualified deferred compensa-
tion to a former spouse incident to a divorce? See
Rev. Rul. 2004-60, page 1051.

Section 3401.—Definitions
What is the effect upon taxation under the Federal

Insurance Contributions Act (FICA), the Federal Un-
employment Tax Act (FUTA), and the Collection of
Income Tax at Source on Wages (income tax with-
holding) of a transfer of interests in a nonstatutory
stock option and in nonqualified deferred compensa-
tion to a former spouse incident to a divorce? See
Rev. Rul. 2004-60, page 1051.

Section 6621.—Determina-
tion of Rate of Interest
26 CFR 301.6621–1: Interest rate.

Interest rates; underpayments and
overpayments. The rate of interest de-
termined under section 6621 of the Code
for the calendar quarter beginning July 1,

2004, will be 4 percent for overpayments
(3 percent in the case of a corporation), 4
percent for underpayments, and 6 percent
for large corporate underpayments. The
rate of interest paid on the portion of a
corporate overpayment exceeding $10,000
will be 1.5 percent.

Rev. Rul. 2004–56

Section 6621 of the Internal Revenue
Code establishes the rates for interest on
tax overpayments and tax underpayments.
Under section 6621(a)(1), the overpay-
ment rate beginning July 1, 2004, is the
sum of the federal short-term rate plus 3
percentage points (2 percentage points in
the case of a corporation), except the rate
for the portion of a corporate overpayment
of tax exceeding $10,000 for a taxable
period is the sum of the federal short-term
rate plus 0.5 of a percentage point for
interest computations made after Decem-
ber 31, 1994. Under section 6621(a)(2),
the underpayment rate is the sum of the
federal short-term rate plus 3 percentage
points.

Section 6621(c) provides that for pur-
poses of interest payable under section
6601 on any large corporate underpay-
ment, the underpayment rate under section
6621(a)(2) is determined by substituting
“5 percentage points” for “3 percentage
points.” See section 6621(c) and section
301.6621–3 of the Regulations on Proce-
dure and Administration for the definition
of a large corporate underpayment and
for the rules for determining the appli-
cable date. Section 6621(c) and section
301.6621–3 are generally effective for
periods after December 31, 1990.

Section 6621(b)(1) provides that the
Secretary will determine the federal
short-term rate for the first month in each
calendar quarter.

Section 6621(b)(2)(A) provides that the
federal short-term rate determined under
section 6621(b)(1) for any month applies
during the first calendar quarter beginning
after such month.

Section 6621(b)(3) provides that the
federal short-term rate for any month is
the federal short-term rate determined

during such month by the Secretary in
accordance with § 1274(d), rounded to the
nearest full percent (or, if a multiple of 1/2

of 1 percent, the rate is increased to the
next highest full percent).

Notice 88–59, 1988–1 C.B. 546, an-
nounced that, in determining the quarterly
interest rates to be used for overpayments
and underpayments of tax under section
6621, the Internal Revenue Service will
use the federal short-term rate based on
daily compounding because that rate is
most consistent with section 6621 which,
pursuant to section 6622, is subject to daily
compounding.

Rounded to the nearest full percent, the
federal short-term rate based on daily com-
pounding determined during the month of
April 2004 is 1 percent. Accordingly, an
overpayment rate of 4 percent (3 percent
in the case of a corporation) and an under-
payment rate of 4 percent are established
for the calendar quarter beginning July 1,
2004. The overpayment rate for the por-
tion of a corporate overpayment exceeding
$10,000 for the calendar quarter beginning
July 1, 2004, is 1.5 percent. The under-
payment rate for large corporate underpay-
ments for the calendar quarter beginning
July 1, 2004, is 6 percent. These rates ap-
ply to amounts bearing interest during that
calendar quarter.

Interest factors for daily compound in-
terest for annual rates of 1.5 percent, 3 per-
cent, 4 percent, and 6 percent are published
in Tables 56, 59, 61, and 65 of Rev. Proc.
95–17, 1995–1 C.B. 556, 610, 613, 615,
and 619.

Annual interest rates to be compounded
daily pursuant to section 6622 that apply
for prior periods are set forth in the tables
accompanying this revenue ruling.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Crystal Foster of the Office of Asso-
ciate Chief Counsel (Procedure & Admin-
istration). For further information regard-
ing this revenue ruling, contact Ms. Foster
at (202) 622–7326 (not a toll-free call).
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TABLE OF INTEREST RATES

PERIODS BEFORE JUL. 1, 1975 – PERIODS ENDING DEC. 31, 1986

OVERPAYMENTS AND UNDERPAYMENTS

PERIOD RATE
In 1995–1 C.B.

DAILY RATE TABLE

Before Jul. 1, 1975 6% Table 2, pg. 557
Jul. 1, 1975—Jan. 31, 1976 9% Table 4, pg. 559
Feb. 1, 1976—Jan. 31, 1978 7% Table 3, pg. 558
Feb. 1, 1978—Jan. 31, 1980 6% Table 2, pg. 557
Feb. 1, 1980—Jan. 31, 1982 12% Table 5, pg. 560
Feb. 1, 1982—Dec. 31, 1982 20% Table 6, pg. 560
Jan. 1, 1983—Jun. 30, 1983 16% Table 37, pg. 591
Jul. 1, 1983—Dec. 31, 1983 11% Table 27, pg. 581
Jan. 1, 1984—Jun. 30, 1984 11% Table 75, pg. 629
Jul. 1, 1984—Dec. 31, 1984 11% Table 75, pg. 629
Jan. 1, 1985—Jun. 30, 1985 13% Table 31, pg. 585
Jul. 1, 1985—Dec. 31, 1985 11% Table 27, pg. 581
Jan. 1, 1986—Jun. 30, 1986 10% Table 25, pg. 579
Jul. 1, 1986—Dec. 31, 1986 9% Table 23, pg. 577

TABLE OF INTEREST RATES

FROM JAN. 1, 1987 – Dec. 31, 1998

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.

RATE TABLE PG RATE TABLE PG

Jan. 1, 1987—Mar. 31, 1987 8% 21 575 9% 23 577
Apr. 1, 1987—Jun. 30, 1987 8% 21 575 9% 23 577
Jul. 1, 1987—Sep. 30, 1987 8% 21 575 9% 23 577
Oct. 1, 1987—Dec. 31, 1987 9% 23 577 10% 25 579
Jan. 1, 1988—Mar. 31, 1988 10% 73 627 11% 75 629
Apr. 1, 1988—Jun. 30, 1988 9% 71 625 10% 73 627
Jul. 1, 1988—Sep. 30, 1988 9% 71 625 10% 73 627
Oct. 1, 1988—Dec. 31, 1988 10% 73 627 11% 75 629
Jan. 1, 1989—Mar. 31, 1989 10% 25 579 11% 27 581
Apr. 1, 1989—Jun. 30, 1989 11% 27 581 12% 29 583
Jul. 1, 1989—Sep. 30, 1989 11% 27 581 12% 29 583
Oct. 1, 1989—Dec. 31, 1989 10% 25 579 11% 27 581
Jan. 1, 1990—Mar. 31, 1990 10% 25 579 11% 27 581
Apr. 1, 1990—Jun. 30, 1990 10% 25 579 11% 27 581
Jul. 1, 1990—Sep. 30, 1990 10% 25 579 11% 27 581
Oct. 1, 1990—Dec. 31, 1990 10% 25 579 11% 27 581
Jan. 1, 1991—Mar. 31, 1991 10% 25 579 11% 27 581
Apr. 1, 1991—Jun. 30, 1991 9% 23 577 10% 25 579
Jul. 1, 1991—Sep. 30, 1991 9% 23 577 10% 25 579
Oct. 1, 1991—Dec. 31, 1991 9% 23 577 10% 25 579
Jan. 1, 1992—Mar. 31, 1992 8% 69 623 9% 71 625
Apr. 1, 1992—Jun. 30, 1992 7% 67 621 8% 69 623
Jul. 1, 1992—Sep. 30, 1992 7% 67 621 8% 69 623
Oct. 1, 1992—Dec. 31, 1992 6% 65 619 7% 67 621
Jan. 1, 1993—Mar. 31, 1993 6% 17 571 7% 19 573
Apr. 1, 1993—Jun. 30, 1993 6% 17 571 7% 19 573
Jul. 1, 1993—Sep. 30, 1993 6% 17 571 7% 19 573
Oct. 1, 1993—Dec. 31, 1993 6% 17 571 7% 19 573
Jan. 1, 1994—Mar. 31, 1994 6% 17 571 7% 19 573
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TABLE OF INTEREST RATES

FROM JAN. 1, 1987 – Dec. 31, 1998

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.

RATE TABLE PG RATE TABLE PG

Apr. 1, 1994—Jun. 30, 1994 6% 17 571 7% 19 573
Jul. 1, 1994—Sep. 30, 1994 7% 19 573 8% 21 575
Oct. 1, 1994—Dec. 31, 1994 8% 21 575 9% 23 577
Jan. 1, 1995—Mar. 31, 1995 8% 21 575 9% 23 577
Apr. 1, 1995—Jun. 30, 1995 9% 23 577 10% 25 579
Jul. 1, 1995—Sep. 30, 1995 8% 21 575 9% 23 577
Oct. 1, 1995—Dec. 31, 1995 8% 21 575 9% 23 577
Jan. 1, 1996—Mar. 31, 1996 8% 69 623 9% 71 625
Apr. 1, 1996—Jun. 30, 1996 7% 67 621 8% 69 623
Jul. 1, 1996—Sep. 30, 1996 8% 69 623 9% 71 625
Oct. 1, 1996—Dec. 31, 1996 8% 69 623 9% 71 625
Jan. 1, 1997—Mar. 31, 1997 8% 21 575 9% 23 577
Apr. 1, 1997—Jun. 30, 1997 8% 21 575 9% 23 577
Jul. 1, 1997—Sep. 30, 1997 8% 21 575 9% 23 577
Oct. 1, 1997—Dec. 31, 1997 8% 21 575 9% 23 577
Jan. 1, 1998—Mar. 31, 1998 8% 21 575 9% 23 577
Apr. 1, 1998—Jun. 30, 1998 7% 19 573 8% 21 575
Jul. 1, 1998—Sep. 30, 1998 7% 19 573 8% 21 575
Oct. 1, 1998—Dec. 31, 1998 7% 19 573 8% 21 575

TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 – PRESENT

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS

1995–1 C.B.

RATE TABLE PAGE

Jan. 1, 1999—Mar. 31, 1999 7% 19 573
Apr. 1, 1999—Jun. 30, 1999 8% 21 575
Jul. 1, 1999—Sep. 30, 1999 8% 21 575
Oct. 1, 1999—Dec. 31, 1999 8% 21 575
Jan. 1, 2000—Mar. 31, 2000 8% 69 623
Apr. 1, 2000—Jun. 30, 2000 9% 71 625
Jul. 1, 2000—Sep. 30, 2000 9% 71 625
Oct. 1, 2000—Dec. 31, 2000 9% 71 625
Jan. 1, 2001—Mar. 31, 2001 9% 23 577
Apr. 1, 2001—Jun. 30, 2001 8% 21 575
Jul. 1, 2001—Sep. 30, 2001 7% 19 573
Oct. 1, 2001—Dec. 31, 2001 7% 19 573
Jan. 1, 2002—Mar. 31, 2002 6% 17 571
Apr. 1, 2002—Jun. 30, 2002 6% 17 571
Jul. 1, 2002—Sep. 30, 2002 6% 17 571
Oct. 1, 2002—Dec. 31, 2002 6% 17 571
Jan. 1, 2003—Mar. 31, 2003 5% 15 569
Apr. 1, 2003—Jun. 30, 2003 5% 15 569
Jul. 1, 2003—Sep. 30, 2003 5% 15 569
Oct. 1, 2003—Dec. 31, 2003 4% 13 567
Jan. 1, 2004—Mar. 31, 2004 4% 61 615
Apr. 1, 2004—Jun. 31, 2004 5% 63 617
Jul. 1, 2004—Sep. 30, 2004 4% 61 615
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TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 – PRESENT

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.

RATE TABLE PG RATE TABLE PG

Jan. 1, 1999—Mar. 31, 1999 6% 17 571 7% 19 573
Apr. 1, 1999—Jun. 30, 1999 7% 19 573 8% 21 575
Jul. 1, 1999—Sep. 30, 1999 7% 19 573 8% 21 575
Oct. 1, 1999—Dec. 31, 1999 7% 19 573 8% 21 575
Jan. 1, 2000—Mar. 31, 2000 7% 67 621 8% 69 623
Apr. 1, 2000—Jun. 30, 2000 8% 69 623 9% 71 625
Jul. 1, 2000—Sep. 30, 2000 8% 69 623 9% 71 625
Oct. 1, 2000—Dec. 31, 2000 8% 69 623 9% 71 625
Jan. 1, 2001—Mar. 31, 2001 8% 21 575 9% 23 577
Apr. 1, 2001—Jun. 30, 2001 7% 19 573 8% 21 575
Jul. 1, 2001—Sep. 30, 2001 6% 17 571 7% 19 573
Oct. 1, 2001—Dec. 31, 2001 6% 17 571 7% 19 573
Jan. 1, 2002—Mar. 31, 2002 5% 15 569 6% 17 571
Apr. 1, 2002—Jun. 30, 2002 5% 15 569 6% 17 571
Jul. 1, 2002—Sep. 30, 2002 5% 15 569 6% 17 571
Oct. 1, 2002—Dec. 31, 2002 5% 15 569 6% 17 571
Jan. 1, 2003—Mar. 31, 2003 4% 13 567 5% 15 569
Apr. 1, 2003—Jun. 30, 2003 4% 13 567 5% 15 569
Jul. 1, 2003—Sep. 30, 2003 4% 13 567 5% 15 569
Oct. 1, 2003—Dec. 31, 2003 3% 11 565 4% 13 567
Jan. 1, 2004—Mar. 31, 2004 3% 59 613 4% 61 615
Apr. 1, 2004—Jun. 31, 2004 4% 61 615 5% 63 617
Jul. 1, 2004—Sep. 30, 2004 3% 59 613 4% 61 615

TABLE OF INTEREST RATES FOR

LARGE CORPORATE UNDERPAYMENTS

FROM JANUARY 1, 1991 – PRESENT

1995–1 C.B.

RATE TABLE PG

Jan. 1, 1991—Mar. 31, 1991 13% 31 585
Apr. 1, 1991—Jun. 30, 1991 12% 29 583
Jul. 1, 1991—Sep. 30, 1991 12% 29 583
Oct. 1, 1991—Dec. 31, 1991 12% 29 583
Jan. 1, 1992—Mar. 31, 1992 11% 75 629
Apr. 1, 1992—Jun. 30, 1992 10% 73 627
Jul. 1, 1992—Sep. 30, 1992 10% 73 627
Oct. 1, 1992—Dec. 31, 1992 9% 71 625
Jan. 1, 1993—Mar. 31, 1993 9% 23 577
Apr. 1, 1993—Jun. 30, 1993 9% 23 577
Jul. 1, 1993—Sep. 30, 1993 9% 23 577
Oct. 1, 1993—Dec. 31, 1993 9% 23 577
Jan. 1, 1994—Mar. 31, 1994 9% 23 577
Apr. 1, 1994—Jun. 30, 1994 9% 23 577
Jul. 1, 1994—Sep. 30, 1994 10% 25 579
Oct. 1, 1994—Dec. 31, 1994 11% 27 581
Jan. 1, 1995—Mar. 31, 1995 11% 27 581
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TABLE OF INTEREST RATES FOR

LARGE CORPORATE UNDERPAYMENTS

FROM JANUARY 1, 1991 – PRESENT

1995–1 C.B.

RATE TABLE PG

Apr. 1, 1995—Jun. 30, 1995 12% 29 583
Jul. 1, 1995—Sep. 30, 1995 11% 27 581
Oct. 1, 1995—Dec. 31, 1995 11% 27 581
Jan. 1, 1996—Mar. 31, 1996 11% 75 629
Apr. 1, 1996—Jun. 30, 1996 10% 73 627
Jul. 1, 1996—Sep. 30, 1996 11% 75 629
Oct. 1, 1996—Dec. 31, 1996 11% 75 629
Jan. 1, 1997—Mar. 31, 1997 11% 27 581
Apr. 1, 1997—Jun. 30, 1997 11% 27 581
Jul. 1, 1997—Sep. 30, 1997 11% 27 581
Oct. 1, 1997—Dec. 31, 1997 11% 27 581
Jan. 1, 1998—Mar. 31, 1998 11% 27 581
Apr. 1, 1998—Jun. 30, 1998 10% 25 579
Jul. 1, 1998—Sep. 30, 1998 10% 25 579
Oct. 1, 1998—Dec. 31, 1998 10% 25 579
Jan. 1, 1999—Mar. 31, 1999 9% 23 577
Apr. 1, 1999—Jun. 30, 1999 10% 25 579
Jul. 1, 1999—Sep. 30, 1999 10% 25 579
Oct. 1, 1999—Dec. 31, 1999 10% 25 579
Jan. 1, 2000—Mar. 31, 2000 10% 73 627
Apr. 1, 2000—Jun. 30, 2000 11% 75 629
Jul. 1, 2000—Sep. 30, 2000 11% 75 629
Oct. 1, 2000—Dec. 31, 2000 11% 75 629
Jan. 1, 2001—Mar. 31, 2001 11% 27 581
Apr. 1, 2001—Jun. 30, 2001 10% 25 579
Jul. 1, 2001—Sep. 30, 2001 9% 23 577
Oct. 1, 2001—Dec. 31, 2001 9% 23 577
Jan. 1, 2002—Mar. 31, 2002 8% 21 575
Apr. 1, 2002—Jun. 30, 2002 8% 21 575
Jul. 1, 2002—Sep. 30, 2002 8% 21 575
Oct. 1, 2002—Dec. 30, 2002 8% 21 575
Jan. 1, 2003—Mar. 31, 2003 7% 19 573
Apr. 1, 2003—Jun. 30, 2003 7% 19 573
Jul. 1, 2003—Sep. 30, 2003 7% 19 573
Oct. 1, 2003—Dec. 31, 2003 6% 17 571
Jan. 1, 2004—Mar. 31, 2004 6% 65 619
Apr. 1, 2004—Mar. 31, 2004 7% 67 621
Jul. 1, 2004—Sep. 30, 2004 6% 65 619
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TABLE OF INTEREST RATES FOR CORPORATE

OVERPAYMENTS EXCEEDING $10,000

FROM JANUARY 1, 1995 – PRESENT

1995–1 C.B.

RATE TABLE PG

Jan. 1, 1995—Mar. 31, 1995 6.5% 18 572
Apr. 1, 1995—Jun. 30, 1995 7.5% 20 574
Jul. 1, 1995—Sep. 30, 1995 6.5% 18 572
Oct. 1, 1995—Dec. 31, 1995 6.5% 18 572
Jan. 1, 1996—Mar. 31, 1996 6.5% 66 620
Apr. 1, 1996—Jun. 30, 1996 5.5% 64 618
Jul. 1, 1996—Sep. 30, 1996 6.5% 66 620
Oct. 1, 1996—Dec. 31, 1996 6.5% 66 620
Jan. 1, 1997—Mar. 31, 1997 6.5% 18 572
Apr. 1, 1997—Jun. 30, 1997 6.5% 18 572
Jul. 1, 1997—Sep. 30, 1997 6.5% 18 572
Oct. 1, 1997—Dec. 31, 1997 6.5% 18 572
Jan. 1, 1998—Mar. 31, 1998 6.5% 18 572
Apr. 1, 1998—Jun. 30, 1998 5.5% 16 570
Jul. 1, 1998—Sep. 30, 1998 5.5% 16 570
Oct. 1, 1998—Dec. 31, 1998 5.5% 16 570
Jan. 1, 1999—Mar. 31, 1999 4.5% 14 568
Apr. 1, 1999—Jun. 30, 1999 5.5% 16 570
Jul. 1, 1999—Sep. 30, 1999 5.5% 16 570
Oct. 1, 1999—Dec. 31, 1999 5.5% 16 570
Jan. 1, 2000—Mar. 31, 2000 5.5% 64 618
Apr. 1, 2000—Jun. 30, 2000 6.5% 66 620
Jul. 1, 2000—Sep. 30, 2000 6.5% 66 620
Oct. 1, 2000—Dec. 31, 2000 6.5% 66 620
Jan. 1, 2001—Mar. 31, 2001 6.5% 18 572
Apr. 1, 2001—Jun. 30, 2001 5.5% 16 570
Jul. 1, 2001—Sep. 30, 2001 4.5% 14 568
Oct. 1, 2001—Dec. 31, 2001 4.5% 14 568
Jan. 1, 2002—Mar. 31, 2002 3.5% 12 566
Apr. 1, 2002—Jun. 30, 2002 3.5% 12 566
Jul. 1, 2002—Sep. 30, 2002 3.5% 12 566
Oct. 1, 2002—Dec. 31, 2002 3.5% 12 566
Jan. 1, 2003—Mar. 31, 2003 2.5% 10 564
Apr. 1, 2003—Jun. 30, 2003 2.5% 10 564
Jul. 1, 2003—Sep. 30, 2003 2.5% 10 564
Oct. 1, 2003—Dec. 31, 2003 1.5% 8 562
Jan. 1, 2004—Mar. 31, 2004 1.5% 56 610
Apr. 1, 2004—Mar. 31, 2004 2.5% 58 612
Jul. 1, 2004—Sep. 30, 2004 1.5% 56 610
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Part II. Treaties and Tax Legislation
Subpart A.—Tax Conventions and Other Related Items

Supplemental Tables of
Income Tax Rates Under New
Income Tax Convention With
Japan

Announcement 2004–54

The United States recently exchanged
instruments of ratification for a new in-
come tax treaty with Japan.

Effective dates. The provisions for
withholding tax at source are effective for
amounts paid or credited after July 1, 2004.
For all other taxes, the treaty is effective

for tax periods beginning on or after Jan-
uary 1, 2005.

An individual who claimed treaty ben-
efits under Article 19 (teachers and re-
searchers) or Article 20 (students and
trainees) of the former treaty can continue
to apply those provisions. A person enti-
tled to benefits under the previous treaty
with Japan can elect to have that treaty ap-
ply in its entirety for the 12 month period
following the date the new treaty would
otherwise apply.

Tables 1 and 2. The following tables
can be used, depending on the effective

dates, to replace the entries for Japan in Ta-
bles 1 and 2 in Publication 515, Withhold-
ing of Tax on Nonresident Aliens and For-
eign Entities (For Withholding in 2004).
More information on the new treaty can be
found in Publication 901, U.S. Tax Treaties
(Rev. May 2004). The footnotes in those
publications that relate to the column head-
ings in these tables generally apply to these
replacement entries.

You can find the complete text of
the U.S.-Japan treaty on the Internet at
www.irs.gov.

Table 1. Withholding Tax Rates on Income Other Than Personal Services (The effective dates are shown earlier.)

Income code number 1 2 3 6 7 9 10 11 12 13 14 21

Country/Code

Japan JA 10
a,b,c,d

10
a,b,c,d,e

10
a,b,c,d

10
a,c,d,f

5
a,c,d,f,g

0
a,h

0
a,c

0
a,c

0
a,c

30 0
i

0

Income Codes

1 Interest paid by U.S. obligors — General 10 Industrial royalties
2 Interest on real property mortgages 11 Copyright royalties — Motion pictures and Television
3 Interest paid to controlling foreign corporations 12 Copyright royalties — Other
6 Dividends paid by U.S. corporations — General 13 Real property income and Natural resources royalties
7 Dividends qualifying for direct dividend rate 14 Pensions and annuities
9 Capital gains 21 Social security payment

Footnotes

a The exemption or reduction in rate does not apply if the recipient has a permanent establishment in the United States
and the property giving rise to the income is effectively connected with this permanent establishment.

b Interest is exempt if a) paid to certain financial institutions, or b) paid on indebtedness from the sale on credit
of equipment or merchandise.

c Exemption or reduced rate does not apply to certain amounts paid under, or as part of, a conduit arrangement.
d Amounts paid to a pension fund that are not derived from the carrying on of a business by the fund are exempt.
e Exemption or reduced rate does not apply to an excess inclusion for a residual interest in a real estate mortgage

investment conduit (REMIC).
f The rate in column 6 applies to dividends paid by a regulated investment company (RIC) or real estate investment

trust (REIT). However, that rate applies to dividends paid by a REIT only if the beneficial owner of the dividends
is (a) an individual or a pension fund holding not more than a 10% interest in the REIT, (b) a person holding not
more than 5% of any class of the REIT’s stock and the dividends are paid on stock that is publicly traded, or (c) a
person holding not more than a 10% interest in the REIT and the REIT is diversified. Dividends paid to a pension
fund from a RIC, or a REIT that meets the above conditions, are exempt.

g The reduced rate applies if the company receiving the dividends owns at least 10% of the voting stock of the
company paying the dividends. Dividends paid by a more than 50% owned corporate subsidiary are exempt if
certain conditions are met.
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h Exemption does not apply to gains on the sale of real property.
i Exemption does not apply to U.S. Government (federal, state, or local) pensions and annuities; a 30% rate applies to

these pensions and annuities. U.S. Government pensions paid to an individual who is both a resident and national of
Japan are exempt from U.S. tax.

Table 2. Compensation for Personal Services Performed in United States Exempt from Withholding and U.S. Income Tax
Under Income Tax Treaties (The effective dates are shown earlier.)

Category of personal services Maximum
presence in
U.S.

Required
Employer or
Payer

Maximum
Amount of
Compensa-
tion

Article
No.

Country Code Purpose

Japan 16 Independent personal services 2,6

20 Public entertainment No limit Any contractor $10,000 p.a. 5 16

17 Dependent personal services 1,2 183 days Any foreign
resident

No limit 14

20 Public entertainment No limit Any U.S. or
foreign resident

$10,000 p.a. 5 16

18 Teaching or research 3 2 years U.S.
educational
institution

No limit 20

19 Studying and training:

Remittances or allowances 1 year 4 Any foreign
resident

No limit 19

Footnotes

1 The exemption does not apply if the employee’s compensation is borne by a permanent establishment that the employer
has in the United States.

2 Does not apply to amounts received as a director of a U.S. corporation.
3 Does not apply to income for research work primarily for private benefit.
4 The time limit applies only to a business apprentice.
5 Does not apply if the gross receipts (including reimbursements) exceed this amount.
6 Treated as business profits under Article 7 of the treaty.
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Part III. Administrative, Procedural, and Miscellaneous
26 CFR 601.105: Examination of returns and claims
for refund, credit, or abatement; determination of
correct tax liability.
(Also Part I, §§ 446, 481; 1.446–1.)

Rev. Proc. 2004–36

SECTION 1. PURPOSE

This revenue procedure provides a safe
harbor method of accounting under which
a taxpayer within the scope of this revenue
procedure may amortize creative property
costs (as defined in section 2.01 below)
ratably over a 15-year period. This rev-
enue procedure also provides procedures
for taxpayers to obtain the automatic con-
sent of the Commissioner of Internal Rev-
enue to change to the safe harbor method
of accounting provided in this revenue pro-
cedure.

SECTION 2. DEFINITIONS

The following definitions apply solely
for the purpose of this revenue procedure:

.01 Creative property costs. Costs paid
or incurred for federal tax purposes to
acquire and develop screenplays, scripts,
story outlines, motion picture production
rights to books and plays, and other sim-
ilar properties (creative properties) for
purposes of potential future film develop-
ment, production, and exploitation.

.02 Film. Feature films, television spe-
cials, television series, and similar prod-
ucts (including animated films and televi-
sion programming) that are sold, licensed
or exhibited, whether produced on film,
videotape, digital, or other video recording
format.

.03 Set for production. Management,
with relevant authority, implicitly or ex-
plicitly authorizes and commits to funding
the production of a film, active pre-produc-
tion has begun, and the start of principal
photography is expected to begin within 6
months of being set for production.

.04 SOP 00–2. The American Institute
of Certified Public Accountants (AICPA)
Statement of Position (SOP) 00–2, “Ac-
counting for Producers or Distributors of
Films.”

.05 Initial write-off. The earliest date on
which the taxpayer properly writes off un-
der SOP 00–2 any creative property costs

paid or incurred with respect to a particular
creative property.

SECTION 3. BACKGROUND

.01 Film studios (studios) routinely in-
cur costs to acquire, produce, and develop
creative properties. Studios may acquire
these creative properties with exclusive
rights of ownership, or they may have
limited exploitation rights. Sometimes
the rights acquired survive indefinitely
while in other situations, the studios may
acquire rights with a limited term. Stu-
dios ultimately set for production only a
small percentage of the creative properties
acquired. Most of the creative properties
set for production are set within 3 years
of acquisition of the property. However,
studios set some properties for produc-
tion that have been held for longer than
3 years. Studios do not usually discard,
release to the public domain, or otherwise
dispose of the creative properties not set
for production or sold. Generally, studios
retain these properties indefinitely.

.02 On June 12, 2000, the AICPA is-
sued SOP 00–2, and rescinded Statement
of Financial Accounting Standards No. 53.
SOP 00–2 is effective for fiscal years be-
ginning after December 15, 2000. SOP
00–2 established new generally accepted
accounting principles for financial report-
ing purposes for the way studios account
for creative property costs. SOP 00–2
states that an entity should periodically re-
view creative properties in order to de-
termine whether they will be used in the
production of a film. SOP 00–2 states
that “[w]hen an entity determines that a
property will not be used (disposed of),
it should recognize any loss by a charge
to the income statement.” SOP 00–2 fur-
ther states that it is presumed that an en-
tity will dispose of a property (whether by
sale or abandonment) if it has not been
set for production within 3 years from the
time of the first capitalized transaction.
Amounts written off should not be subse-
quently reestablished as assets.

.03 Section 165(a) of the Internal Rev-
enue Code allows a deduction for any loss
sustained during the taxable year and not
compensated for by insurance or other-
wise.

.04 Rev. Rul. 2004–58, 2004–24 I.R.B.
1043, concludes that a taxpayer may not
deduct the costs of acquiring and devel-
oping creative property as a loss under
§ 165(a) if the taxpayer does not establish
an intention to abandon the property and an
affirmative act of abandonment, or identi-
fiable event(s) evidencing a closed or com-
pleted transaction establishing worthless-
ness.

.05 Thus, taxpayers generally are re-
quired under the Code and regulations to
capitalize creative property costs and, un-
less a film is produced from the creative
property, are not permitted to recover those
costs through deductions for depreciation
or amortization. See Rev. Rul. 79–285,
1979–2 C.B. 91. However, to minimize
disputes regarding the accounting for cre-
ative property costs, the Internal Revenue
Service, as a matter of administrative con-
venience, will allow a taxpayer that com-
plies with the requirements of this revenue
procedure to use the safe harbor amortiza-
tion method described in section 5 of this
revenue procedure for these costs.

SECTION 4. SCOPE

This revenue procedure applies to tax-
payers engaged in the trade or business of
film production that choose to account for
creative property costs under the safe har-
bor method provided in section 5 of this
revenue procedure.

SECTION 5. SAFE HARBOR METHOD

.01 In general. The Service will
not challenge the use of this safe har-
bor method of accounting by a taxpayer
within the scope of this revenue procedure
provided the taxpayer follows all of the
requirements of this section 5 and, if the
taxpayer is changing from another method
to the safe harbor method, the provisions
of section 6 of this revenue procedure
regarding changes in method of account-
ing. Under the safe harbor method, the
taxpayer must amortize creative property
costs properly written off by the taxpayer
under SOP 00–2 ratably over an amortiza-
tion period of 15 years beginning on the
first day of the second half of the taxable
year in which the taxpayer properly writes
off the costs under SOP 00–2. For exam-
ple, for a calendar-year taxpayer with a
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full 12-month taxable year, the first day
of the second half of the taxable year is
July 1st. All creative property costs that
the taxpayer begins to amortize under this
safe harbor method in the same taxable
year are treated as a single asset. Creative
property costs that the taxpayer amortizes
under this safe harbor method must not
be subsequently reestablished as assets,
even if a particular creative property is
set for production subsequent to the ini-
tial write-off. See section 5.02 of this
revenue procedure for rules regarding
creative property costs paid or incurred
subsequent to the initial write-off, whether
or not the creative property has been set
for production subsequent to the initial
write-off. Except as provided in section
5.03 and 5.04 of this revenue procedure,
no disposition or other event accelerates
recovery of the creative property costs that
the taxpayer has begun to amortize under
this safe harbor method.

.02 Costs paid or incurred subsequent
to the initial write-off.

(1) Property not set for production.
Creative property costs that are (a) asso-
ciated with a particular creative property
that has not been set for production and
(b) paid or incurred by the taxpayer sub-
sequent to the initial write-off must be
amortized by the taxpayer (in accordance
with section 5.01 of this revenue proce-
dure) ratably over an amortization period
of 15 years beginning on the first day
of the second half of the taxable year in
which the taxpayer pays or incurs those
costs.

(2) Property set for production. Cre-
ative property costs that are (a) associ-
ated with a particular creative property that
has been set for production subsequent to
the initial write-off and (b) paid or in-
curred by the taxpayer after the property
is set for production must be capitalized
by the taxpayer from the time the property
is set for production and depreciated using
an allowable depreciation method for pro-
duced films (for example, income forecast
method) at the time the property is placed
in service by the taxpayer.

.03 Costs associated with property
upon disposition. If, during the 15-year
amortization period, creative property
rights are disposed of, the taxpayer must
nevertheless continue to amortize the cre-
ative property costs over the remainder
of the 15-year period. A disposition in-

cludes the sale, exchange, abandonment,
or destruction of creative property or the
rights relating thereto. A disposition also
occurs upon the expiration of a taxpayer’s
rights to a particular creative property.
Immediately before a disposition, the cre-
ative property or creative property rights
are treated as having an adjusted basis of
zero for purposes of § 1011. Therefore, no
loss shall be realized upon a disposition.
Any amount realized on a disposition shall
be recognized as ordinary income (not-
withstanding any other provision of the
Code). However, these rules do not apply
if a taxpayer disposes of all of its creative
properties, for example, as a result of a sale
(not including elective recognition of gain
or loss transactions under § 338(h)(10))
of its entire trade or business. Thus, in
the case of a disposition of an entire trade
or business, any gain from the disposition
of creative property rights, the costs for
which were accounted for using this safe
harbor method, will be treated as ordinary
income to the extent of the amortization
allowed under this safe harbor method.

.04 Special rule for certain transfers.
In the case of any creative property trans-
ferred in a transaction described in §§ 332,
351, 361, 721, 731, 1031, or 1033, and
in any transaction between members of
the same affiliated group during any tax-
able year for which a consolidated return is
made by the group, the transferee shall be
treated as the transferor for purposes of ap-
plying the safe harbor method as described
in section 5 of this revenue procedure with
respect to so much of the adjusted basis in
the hands of the transferee as does not ex-
ceed the adjusted basis in the hands of the
transferor. However, this section 5.04 does
not apply in the case of a termination of a
partnership under section 708(b)(1)(B).

SECTION 6. CHANGE IN METHOD
OF ACCOUNTING AND AUDIT
PROTECTION

.01 Change in method of accounting. A
change in a taxpayer’s treatment of cre-
ative property costs is a change in method
of accounting to which §§ 446(e) and 481
apply. If a taxpayer within the scope of this
revenue procedure wants to change to the
safe harbor method provided in this rev-
enue procedure for creative property costs
properly written off under SOP 00–2, the
taxpayer must follow the automatic change

in method of accounting provisions in Rev.
Proc. 2002–9, 2002–1 C.B. 327 (as modi-
fied by Rev. Proc. 2002–19, 2002–1 C.B.
696 and Rev. Proc. 2002–54, 2002–2 C.B.
432, and as modified and clarified by An-
nouncement 2002–17, 2002–1 C.B. 561)
or any successor, with the following mod-
ifications:

(1) The scope limitations in section 4.02
of Rev. Proc. 2002–9 do not apply to a
taxpayer that wants to change to the safe
harbor method described in section 5 of
this revenue procedure for either its first
or second taxable year ending on or after
December 31, 2003;

(2) A taxpayer that wants to change to
the safe harbor method described in sec-
tion 5 of this revenue procedure for its first
taxable year ending on or after December
31, 2003, and that on or before July 12,
2004, files its original federal income tax
return for that year, and that did not change
to the safe harbor method described in sec-
tion 5 of this revenue procedure on that
return is not required to comply with the
filing requirement in section 6.02(3)(a) of
Rev. Proc. 2002–9, provided the taxpayer
complies with the following filing require-
ments. The taxpayer must instead com-
plete and file the Form 3115, Application
for Change in Accounting Method, in du-
plicate. The original Form 3115 must be
attached to an amended federal income tax
return for the taxpayer’s first taxable year
ending on or after December 31, 2003.
This amended return must be filed no later
than November 29, 2004. The copy of the
Form 3115 must be filed with the national
office (see section 6.02(6) of Rev. Proc.
2002–9 for the address) no later than when
the taxpayer’s amended return is filed; and

(3) For purposes of Line 1a of Form
3115, the designated number for the au-
tomatic accounting method change autho-
rized by this revenue procedure is “85”.

.02 Audit protection. If a taxpayer
within the scope of this revenue procedure
currently uses a method consistent with the
safe harbor method described in section
5 of this revenue procedure, the method
of accounting for the taxpayer’s creative
property costs will not be raised as an
issue by the Service in a taxable year that
ends before December 31, 2003. Also, if
a taxpayer currently uses a method consis-
tent with the safe harbor method described
in section 5 of this revenue procedure,
and its use of that method is an issue un-
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der consideration (within the meaning of
section 3.09 of Rev. Proc. 2002–9) in
examination, before an appeals office, or
before the U.S. Tax Court for any taxable
year that ends before December 31, 2003,
that issue will not be further pursued by
the Service.

SECTION 7. EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 2002–9 is modified and am-
plified to include this change in method of
accounting in section 2 of the APPENDIX.

SECTION 8. EFFECTIVE DATE

This revenue procedure is effective for
taxable years ending on or after December
31, 2003.

DRAFTING INFORMATION

The principal author of this revenue
procedure is Lauren Ross Taylor of
the Office of Associate Chief Counsel
(Passthroughs and Special Industries). For
further information regarding this revenue

procedure, contact Ms. Taylor at (202)
622–3040 (not a toll-free call).
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Part IV. Items of General Interest
Notice of Proposed
Rulemaking by
Cross-Reference to
Temporary Regulations

Uniform Capitalization of
Interest Expense in Safe
Harbor Sale and Leaseback
Transactions

REG–148399–02

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
by cross-reference to temporary regula-
tions.

SUMMARY: In this issue of the Bulletin,
the IRS is issuing final and temporary
regulations (T.D. 9129) relating to the
capitalization of interest expense in sale
and leaseback transactions under the Eco-
nomic Recovery Tax Act of 1981 (ERTA)
safe harbor leasing provisions. The reg-
ulations affect taxpayers that provide
purchase money obligations in connection
with these transactions. The text of those
regulations also serves as the text of these
proposed regulations.

DATES: Written or electronic comments
must be received by August 18, 2004.

ADDRESSES: Send submissions to:
CC:PA:LPD:RU (REG–148399–02),
room 5203, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044. Submissions may be
hand delivered Monday through Friday
between the hours of 8 a.m. and 4 p.m.
to: CC:PA:LPD:RU (REG–148399–02),
Courier’s Desk, Internal Revenue Service,
1111 Constitution Avenue, NW, Wash-
ington, DC, or sent electronically via
the IRS Internet site at www.irs.gov/regs
or the Federal eRulemaking Portal
at http://www.regulations.gov (indi-
cate IRS and REG–148399–02 or RIN
1545-BB62).

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed
regulations, Grant Anderson, (202)

622–4970; concerning submission of com-
ments and/or requests for a public hearing,
LaNita Van Dyke, (202) 622–7180 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

Final and temporary regulations in this
issue of the Bulletin amend the Income
Tax Regulations (26 CFR part 1) relating
to section 263A(f) of the Internal Revenue
Code (Code). The temporary regulations
generally provide that a purchase money
obligation given by the lessor to the lessee
(or a party related to the lessee) in a safe
harbor sale and leaseback transaction un-
der former section 168(f)(8) is not “eligi-
ble debt” as defined in §1.263A–9(a)(4).
The text of those regulations also serves as
the text of these proposed regulations. The
preamble to the final and temporary regu-
lations explains the amendments.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. It also has been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations,
and, because the regulations do not im-
pose a collection of information on small
entities, the Regulatory Flexibility Act (5
U.S.C. chapter 6) does not apply. Pursuant
to section 7805(f) of the Code, this notice
of proposed rulemaking will be submitted
to the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on its impact on small business.

Comments and Requests for a Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written comments
(a signed original and eight (8) copies)
or electronic comments that are submitted
timely to the IRS. The IRS and Treasury
Department specifically request comments

on the clarity of the proposed rule and how
it may be made easier to understand. All
comments will be available for public in-
spection and copying. A public hearing
will be scheduled if requested in writing
by any person that timely submits written
comments. If a public hearing is sched-
uled, notice of the date, time and place for
the public hearing will be published in the
Federal Register.

Drafting Information

The principal author of these regula-
tions is Grant Anderson of the Office of
Associate Chief Counsel (Income Tax &
Accounting). However, other personnel
from the IRS and Treasury Department
participated in their development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.263A–9 is revised by

adding a new paragraph (a)(4)(ix) to read
as follows:

[The text of proposed §1.263A–9
(a)(4)(ix) is the same as the text of
§1.263A–9T(a)(4)(ix) published else-
where in this issue of the Bulletin.]

Par. 3. Section 1.263A–15 is amended
by adding a new paragraph (a)(3) to read
as follows:

§1.263A–15 Effective dates, transitional
rules, and anti-abuse rules.

(a) * * *
(3) [The text of proposed paragraph

(a)(3) of §1.263A–15 is the same as the
text of §1.263A–15T published elsewhere
in this issue of the Bulletin.]

* * * * *

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.
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(Filed by the Office of the Federal Register on May 20, 2004,
8:45 a.m., and published in the issue of the Federal Register
for May 19, 2004, 69 F.R. 29113)

Announcement of Disciplinary Actions Involving
Attorneys, Certified Public Accountants, Enrolled Agents,
and Enrolled Actuaries — Suspensions, Censures,
Disbarments, and Resignations
Announcement 2004-49

Under Title 31, Code of Federal Regu-
lations, Part 10, attorneys, certified public
accountants, enrolled agents, and enrolled
actuaries may not accept assistance from,
or assist, any person who is under disbar-
ment or suspension from practice before
the Internal Revenue Service if the assis-
tance relates to a matter constituting prac-
tice before the Internal Revenue Service
and may not knowingly aid or abet another

person to practice before the Internal Rev-
enue Service during a period of suspen-
sion, disbarment, or ineligibility of such
other person.

To enable attorneys, certified public
accountants, enrolled agents, and enrolled
actuaries to identify persons to whom
these restrictions apply, the Director, Of-
fice of Professional Responsibility, will
announce in the Internal Revenue Bulletin

their names, their city and state, their pro-
fessional designation, the effective date
of disciplinary action, and the period of
suspension. This announcement will ap-
pear in the weekly Bulletin at the earliest
practicable date after such action and will
continue to appear in the weekly Bulletins
for five successive weeks.

Consent Disbarments From Practice Before the Internal
Revenue Service

Under Title 31, Code of Federal Regu-
lations, Part 10, an attorney, certified pub-
lic accountant, enrolled agent, or enrolled
actuary, in order to avoid institution or con-
clusion of a proceeding for his or her dis-
barment or suspension from practice be-

fore the Internal Revenue Service, may of-
fer his or her consent to disbarment from
such practice. The Director, Office of Pro-
fessional Responsibility, in his discretion,
may disbar an attorney, certified public ac-

countant, enrolled agent, or enrolled actu-
ary in accordance with the consent offered.

The following individuals have been
placed under consent disbarment from
practice before the Internal Revenue Ser-
vice:

Name Address Designation Date of Disbarment

Ranes III, Wesse C. Annapolis, MD CPA Indefinite
from
May 1, 2004

Consent Suspensions From Practice Before the Internal
Revenue Service

Under Title 31, Code of Federal Regu-
lations, Part 10, an attorney, certified pub-
lic accountant, enrolled agent, or enrolled
actuary, in order to avoid institution or con-

clusion of a proceeding for his or her dis-
barment or suspension from practice be-
fore the Internal Revenue Service, may of-
fer his or her consent to suspension from

such practice. The Director, Office of Pro-
fessional Responsibility, in his discretion,
may suspend an attorney, certified public
accountant, enrolled agent, or enrolled ac-
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tuary in accordance with the consent of-
fered.

The following individuals have been
placed under consent suspension from

practice before the Internal Revenue Ser-
vice:

Name Address Designation Date of Suspension

Montgomery, Goldie L. Lancaster, CA Enrolled Agent Indefinite
from
February 1, 2004

Frost, Charles L. San Antonio, TX Enrolled Agent Indefinite
from
February 1, 2004

Briggs, John W. Sayville, NY Enrolled Agent February 10, 2004
from
August 8, 2004

Lahman, Gary M. Ft. Collins, CO Enrolled Agent Indefinite
from
February 12, 2004

Stanny, Gertrude M. South Lyon, MI Enrolled Agent Indefinite
from
March 1, 2004

Millar, Mark Tall Timbers, MD Enrolled Agent Indefinite
from
March 1, 2004

Murray, Maureen E. Naugatuck, CT Enrolled Agent Indefinite
from
March 1, 2004

Keith, James S. Imperial Beach, CA Enrolled Agent March 2, 2004
from
June 30, 2004

Zelek, Linda S. Moultonboro, NH CPA Indefinite
from
March 4, 2004

Gilpin, Charles H. San Leandro, CA Enrolled Agent Indefinite
from
March 5, 2004

Smith, Sean M. Silver Spring, MD Enrolled Agent Indefinite
from
March 15, 2004

Morelini, Wayne C. Modesto, CA Enrolled Agent Indefinite
from
March 15, 2004

Bower, Jay Redmond, OR Enrolled Agent Indefinite
from
March 16, 2004

Lynn, Celia M. Locust Grove, VA Enrolled Agent Indefinite
from
April 1, 2004

2004-24 I.R.B. 1068 June 14, 2004



Name Address Designation Date of Suspension

Swantz Jr., H. E. San Diego, CA Enrolled Agent Indefinite
from
April 6, 2004

Hart, David A. Lake Zurich, IL Enrolled Agent Indefinite
from
April 8, 2004

Lau, Dennis K.M. Honolulu, HI Enrolled Agent Indefinite
from
April 20, 2004

Lentz, Carole Mastic, NY Enrolled Agent Indefinite
from
April 23, 2004

Goble, Dennis R. Valparaiso, IN CPA Indefinite
from
April 26, 2004

Rivera, Eduardo M. Torrence, CA Attorney May 1, 2004
to
October 29, 2006

Grant, Elaine C. Woodway, WA Enrolled Agent May 1, 2004
to
October 31, 2004

Bell, Don Grand Junction, CO Enrolled Agent Indefinite
from
May 1, 2004

Cohick, Jeffrey S. Newville, PA Enrolled Agent May 1, 2004
from
October 30, 2004

Expedited Suspensions From Practice Before the Internal
Revenue Service

Under Title 31, Code of Federal Regu-
lations, Part 10, the Director, Office of Pro-
fessional Responsibility, is authorized to
immediately suspend from practice before
the Internal Revenue Service any practi-
tioner who, within five years from the date

the expedited proceeding is instituted (1)
has had a license to practice as an attor-
ney, certified public accountant, or actuary
suspended or revoked for cause or (2) has
been convicted of certain crimes.

The following individuals have been
placed under suspension from practice be-
fore the Internal Revenue Service by virtue
of the expedited proceeding provisions:

Name Address Designation Date of Suspension

Candelario, Alexander Cabins, WV CPA Indefinite
from
February 1, 2004

Riener, Richard St. Paul, MN Attorney Indefinite
from
March 1, 2004
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Name Address Designation Date of Suspension

Dunkle, Clark Carlisle, PA CPA Indefinite
from
March 15, 2004

Bailey, Donald D. Tucson, AZ CPA Indefinite
from
March 18, 2004

Hill, Donald R. Clinchco, VA CPA Indefinite
from
April 1, 2004

Bergeson, Nancy Inver Grove Hghts, MN CPA Indefinite
from
April 14, 2004

Reese, Kenneth J. Nebraska City, NE CPA Indefinite
from
April 15, 2004

Coates, Marsden S. Baltimore, MD Attorney Indefinite
from
April 15, 2004

Schaefer, Robert J. Moorhead, MN Attorney Indefinite
from
April 20, 2004

Mills, Stuart B. Pender, NE Attorney Indefinite
from
May 1, 2004

Harris-Smith, Bridgette Silver Spring, MD Attorney Indefinite
from
May 3, 2004

Janousek, Donald R. Omaha, NE Attorney Indefinite
from
May 3, 2004

Williams, Gary W. Diamond Bar, CA CPA Indefinite
from
May 3, 2004

Demaio, Louis J. Bel Air, MD Attorney Indefinite
from
May 3, 2004

Miller, Frederick C. Cedar Hill, TX CPA Indefinite
from
May 15, 2004

Censure Issued by Consent
Under Title 31, Code of Federal Reg-

ulations, Part 10, in lieu of a proceeding
being instituted or continued, an attorney,
certified public accountant, enrolled agent,

or enrolled actuary, may offer his or her
consent to the issuance of a censure. Cen-
sure is a public reprimand.

The following individuals have con-
sented to the issuance of a Censure:
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Name Address Designation Date of Censure

Friedman, Milton G. Ft. Lauderdale, FL CPA December 30, 2003

Stevens, William E. Omaha, NE CPA February 13, 2004

Turner, Mark A. Cincinnati, OH CPA February 25, 2004

Rath, Dorris A. Bradenton, FL Enrolled Agent March 9, 2004

Damiano, Lisa South Windsor, CT Enrolled Agent March 9, 2004

Silbiger, Arnold R. Baltimore, MD Attorney March 11, 2004

Farwell, Nancy K. Citrus Heights, CA Enrolled Agent April 5, 2004

Dembrowski, Karen E. Encino, CA CPA April 13, 2004

Correction Under Rev. Rul.
2004–57

Announcement 2004–52

Rev. Rul. 2004–57, page 1048 this Bul-
letin, provides that an eligible governmen-
tal plan under § 457(b) of the Internal Rev-
enue Code must be established and main-
tained by an eligible employer as defined
under § 457(e)(1)(A). A plan established
before June 14, 2004, that does not sat-
isfy the requirements of the revenue rul-
ing solely as a result of being established
and maintained by a labor organization in-
stead of being established and maintained
by an eligible governmental employer may
nonetheless be treated as established and
maintained by an eligible governmental
employer if:

(1) contributions to the plan cease with
respect to payroll periods that begin after
December 31, 2004, and

(2) either of the following corrective ac-
tions is completed by December 31, 2005:

(a) The eligible employer as defined un-
der § 457(e)(1)(A) adopts the plan, or

(b) The accounts of the employees un-
der the plan are transferred (not rolled
over) into an eligible governmental plan
maintained by the eligible employer as de-
fined under § 457(e)(1)(A) in accordance
with the requirements of § 1.457–10(b)(4)
of the Income Tax Regulations. For this
limited purpose, the transferor plan will be
treated as an eligible governmental plan of
the same employer.

Even if such correction is made, how-
ever, the plan will not be treated as an eligi-
ble governmental plan under § 457(b) un-
less it also satisfies all of the requirements
for such plans under § 457 and the regu-
lations thereunder (other than the require-
ment that the plan be established and main-
tained by an eligible employer with respect
to periods before December 31, 2005).

If the corrective actions described
above fail to be completed by December

31, 2005, the plan will be treated as an
ineligible deferred compensation arrange-
ment that is subject to § 457(f) of the Code.
Under § 457(f), benefits may be currently
includible in income even if they are not
currently available to the participants un-
der the terms of the plan. Likewise, if
the plan is liquidated before December
31, 2005, without corrective action as de-
scribed above, distributions from the plan
will be taxed in accordance with § 457(f).
A funded plan solely established by a labor
organization after June 14, 2004, that does
not satisfy the requirements of Rev. Rul.
2004–57 will be treated as an arrangement
subject to § 457(f).

For further information, please call
the Employee Plans’ taxpayer assistance
telephone service at 1 (877) 829–5500 (a
toll-free call) between the hours of 8:00
AM and 6:30 PM Eastern time, Monday
through Friday.
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the ef-
fect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is be-
ing extended to apply to a variation of the
fact situation set forth therein. Thus, if
an earlier ruling held that a principle ap-
plied to A, and the new ruling holds that the
same principle also applies to B, the earlier
ruling is amplified. (Compare with modi-
fied, below).

Clarified is used in those instances
where the language in a prior ruling is be-
ing made clear because the language has
caused, or may cause, some confusion.
It is not used where a position in a prior
ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously pub-
lished ruling and points out an essential
difference between them.

Modified is used where the substance
of a previously published position is being
changed. Thus, if a prior ruling held that a
principle applied to A but not to B, and the
new ruling holds that it applies to both A

and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used in
a ruling that lists previously published rul-
ings that are obsoleted because of changes
in laws or regulations. A ruling may also
be obsoleted because the substance has
been included in regulations subsequently
adopted.

Revoked describes situations where the
position in the previously published ruling
is not correct and the correct position is
being stated in a new ruling.

Superseded describes a situation where
the new ruling does nothing more than re-
state the substance and situation of a previ-
ously published ruling (or rulings). Thus,
the term is used to republish under the
1986 Code and regulations the same po-
sition published under the 1939 Code and
regulations. The term is also used when
it is desired to republish in a single rul-
ing a series of situations, names, etc., that
were previously published over a period of
time in separate rulings. If the new rul-
ing does more than restate the substance

of a prior ruling, a combination of terms
is used. For example, modified and su-
perseded describes a situation where the
substance of a previously published ruling
is being changed in part and is continued
without change in part and it is desired to
restate the valid portion of the previously
published ruling in a new ruling that is self
contained. In this case, the previously pub-
lished ruling is first modified and then, as
modified, is superseded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and that
list is expanded by adding further names in
subsequent rulings. After the original rul-
ing has been supplemented several times, a
new ruling may be published that includes
the list in the original ruling and the ad-
ditions, and supersedes all prior rulings in
the series.

Suspended is used in rare situations
to show that the previous published rul-
ings will not be applied pending some
future action such as the issuance of new
or amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

Abbreviations
The following abbreviations in current use
and formerly used will appear in material
published in the Bulletin.

A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
E.O.—Executive Order.

ER—Employer.
ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.
PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.
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